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ECONOMICS 

INFLATION 

Introduction 

Inflation is widely heralded as the nation's number one economic problem. The growing 

volume of Presidential pronouncements and Congressional hearings, comments by economic 
policymakers and business leaders, plus the hue and cry of ordinary citizens all underscore the 
severity of a rapidly rising price level. While all the talk has served to generate considerable 
heat, the light in terms of understanding the economics of inflation is still too dim. Yet, a 
broadly based understanding of the economics of inflation is essential if a workable resolution 
of the problem is to be found. 

First of all, we need to answer some tough questions. Is inflation itself "bad" and if so, why? 
Are policymakers able to curtail the rate of inflation and what are the costs to society of doing 
so? Finally, are there ways of "living with inflation" that ease its negative impact on society? 
The articles presented here (reprinted from the Bank's Business Review) address these ques¬ 
tions in detail. Policy options are discussed as well as who gains and who loses from inflation 
and why. In short, this collection of articles is aimed at providing more information about 
inflation. More information can lead to better decisions by both policymakers grappling with 
inflation atthe national level and by individualsstruggling with rising pricesatthe home level. 

David P. Eastburn, President 
Federal Reserve Bank of Philadelphia 



Inflation and 
A Role for 

Monetary Policy 

Prices are rising—and so's the consumer's 

temperature. In the first three quarters of 1973, 
the GNP Price Deflator, the nation's price ther¬ 

mometer, moved up at an annual rate of about 

6.7 percent. While this most recent advance in 

prices might be exceptionally high, it seems to be 
the continuation of an inflation story that has 

been with us for some time. Since 1965 inflation 
has been on a strong uphill path. During this 

period price increases have eroded the value of 

the dollar at an annual rate of more than 4 per¬ 

cent. This compares to a 2-percent average hike 
in prices in the preceding ten years. With all the 

heat that this accelerating inflation has engen¬ 

dered, Uncle Sam's policy managers have been 

scouring the cupboards for an effective antidote 
to the bulging cost of living. Wage and price con¬ 

trols, normally resorted to only in wartime, are 

being "phased" in under a variety of guises. 

Government incentives are being provided to 

farmers to increase production. Even exports are 

By James M. O 'Brien 
BUSINESS REVIEW/December 1973 

being pinched—balance of payment problems 
and all! 

However, the prescription which is able to 

curb the higher rate of price hikes will be the 

one that gets to the heart of the problem. For 

many economists it is important to distinguish 
between the short term and the long term in di¬ 

agnosing inflation. In the short term there can be 

any number of causes of a bulge in prices. But 

over the long term, the rate of increase in the 
money supply becomes a key economic force in 
setting the inflation trend. Economic events, 

such as Government spending for the Vietnam 

build-up in the mid-'60s and, particularly, recent 
grain shortages, have undoubtedly added to 

price hikes in their respective periods. But, a 

major element in the higher inflation trend over 
the past nine years is likely to have been the 
accompanying higher trend in money expan¬ 
sion. 
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INFLATION AND A ROLE FOR MONETARY POLICY 

From this vantage, any prescription for bring¬ 
ing down inflation over the long haul must entail 
a lower long-term trend of monetary growth. 
However a sharp pullback on the monetary 
reins could result in a significant slowdown in 
production and employment during the period 
of transition. Especially now, when the eco¬ 
nomic soothsayers see some softening in eco¬ 
nomic activity for 1974, a degree of gradualism 
in slowing money growth may be the most ap¬ 
propriate method for curbing inflation. 

MONEY AND INFLATION 

The Long .. . One of the oldest propositions 
in economics is that in the long term inflation 
owes its source to the rate of increase in the 
money supply. This conclusion is based on the 
premise that people are stubborn about keeping 
a certain part of their wealth in readily available 
purchasing power; that is, in the form of money 

balances (currency, checking deposits, and pos¬ 
sibly savings deposits) adjusted for the level of 
prices.1 As wealth increases over time individ¬ 
uals' money demands will also be rising. But if 
the money supply grows at a rate faster than de¬ 
mand, inflation will result (see Box on how the 
money supply is controlled in the U. S.). 

To see this, suppose that initially there is no 
inflation and that the supply of money is growing 

at a pace which keeps in balance with the de¬ 
mand. If for sorpe reason money growth should 

be upped a notch, people will find too much of 

their wealth accumulating in the form of money 

balances—supply exceeds demand. Individual¬ 
ly, wealthholders will try to readjust their asset 
positions by purchasing more stocks, bonds, 

houses, and other nonmoney assets. These at¬ 
tempts to reduce the rate of growth in money 
balances cannot succeed for everyone, how¬ 

ever, since a reduction in one man's balances 

'It is to be expected that the amount of wealth held as 
money balances will be sensitive to how much the individual 
can earn on other nonmoney assets. This dependency of 
money demand on the opportunity cost of holding money 
need not, however, weaken the basic relation between 
money and longeMerm inflation. 

will mean an increase in another's. But the at¬ 
tempt will cause spending to be increased. A 
greater volume of spending, according to tra¬ 
ditional economics, can only lead to higher 

prices in the long term. “Real" forces—resource 
endowments; the preferences of individuals to 
work, consume, and save; and the state of tech- 

nology—ultimately fix the amounts of goods 
and services produced. 

The resulting price hikes will, however, pare 
the purchasing power of money. To maintain the 
desired share of their wealth in readily available 
purchasing power, individuals will now need 

more dollars. The demand for money will rise, 
bringing it back into balance with the (faster 

growing) supply. Thus, in the longer term, it is 
argued, inflation is essentially an indicator that 
money growth is “too" rapid.2 

This view of money and inflation simplifies 
many of the complexities of real world finance 
and economic activity. In order to judge the 
practical usefulness of the resulting uncompli¬ 

cated picture of long-term inflation, appeal must 
be made to the facts. The facts, however, appear 
to be in significant agreement with the prognosis. 
As the figures in Chart 1 indicate, changes in 
prices do tend to follow changes in the money 
supply over long periods of time. Appearances 
may be deceiving and a high degree of coinci¬ 
dence, by itself, says little about causation. But 
economists who have devoted detailed study to 
this strong coincidence contend that, in fact, 
over the long term, the rate of growth in the 
money supply has been the most consistently im¬ 
portant determinant of the secular rate of infla¬ 
tion.3 

2The argument assumes that the rate at which peoples' 
wealth, and hence demand for real money balances, in¬ 
crease is relatively stable. Otherwise the long-term inflation 
pace might be at the mercy of a will-o'-the-wisp pattern in 
wealth or real income. 

3See Phillip Cagan, Determinants and Effects of Changes 
in the Stock of Money, 1857-1960 (New York: Columbia 
University Press, 1965); and Milton Friedman and Anna 
jacobson Schwartz, A Monetary History of the United States, 
1867-1960 (Princeton: Princeton University Press, 1963). 
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ECONOMICS OF INFLATION 

HOW UNCLE SAM CONTROLS THE MONEY SUPPLY 

In the United States, the Federal Government and the commercial banks are the issuers 
of money (currency plus demand and, possibly, time deposits at commercial banks *). How¬ 
ever, the Federal Reserve System, an agency of the Federal Government, has the responsibility 
for controlling the money supply. The Fed exercises control through its own liabilities—cur¬ 
rency and reserves of member banks (so-called high-powered money). It is through injecting 
or withdrawing high-powered money into or from the economy that the money supply is 
changed. 

Changing High-Powered Money. There are two methods the Fed uses to alter the amount 
of high-powered money in the economy. By far the most important of these is the use of 
"open-market operations." Using this method the Fed buys or sells (U. S. Government) 
securities in the financial marketplace. When securities are drought,The sellers (individuals, 
corporations, and_security dealers) receive payment in dollars which they either hold as 
currency or deposits in the bank. When securities are sold, the buyer usually pays by check, 
and the Fed debits the reserve account of the bank on which the check was drawn. A second 
significant but far less important method is directly making loans to banks. Again, however, 
the Fed has the ultimate power to limit how much it will lend. 

Changes in High-Powered Money Change the Money Supply. Adding high-powered money 
to individuals currency holdings directly adds to the money supply. However, since individ¬ 
uals and businesses keep only a small part of their total money holdings in currency form 
(about a fourth when money is defined as currency plus demand deposits), most of the high- 
powered money goes into reserves in the commercial banks. With an increase in reserves, a 
bank is able to increase its checking (or savings) account liabilities—in part by crediting the 
account of the depositor of the high-powered money and in part by making more loans and, 
hence, crediting the borrower's account by the amount of the loan. Thus, by changing banks' 
reserves, the money supply is also changed. In fact, since banks keep less than a dollar in 
reserves for every dollar of deposits issued, a change in bank reserves of a dollar results in a 
change in deposits and, hence the money supply, of more than one dollar. 

The Fed's control over the money supply is by no means absolute, especially within the 
space of a month of even one to two quarters. For example, the Fed cannot be sure exactly 
how much the money supply will change every time it puts in or takes out a given amount 
of high-powered money. Nonetheless, the relation is fairly predictable over several quarters 
and over the space of, say, one year Fed actions become the major determinant of changes 
in the money supply. 

*The criterion for including time deposits in the money supply is whether individuals regard this asset as a close 
substitute for assets accepted as a means of payment—that is, for currency or demand deposits. For policy matters, 
current practice is often to consider both the narrower and more inclusive definition. Because movements in the 
money supply according to one definition tend to parallel movements according to the other definition, the use of 
either definition usually leads to similar policy implications or conclusions. 
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INFLATION AND A ROLE FOR MONETARY POLICY 

CHART 1A 

OVER THE LONG TERM, PRICE CHANGES HAVE TENDED TO FOL¬ 
LOW CHANGES IN THE MONEY SUPPLY 

Wholesale Price Index (1926=100) Money Stock (Billions) 

Note: Lack of data in the earlier years necessitates the use of a wholesale price 
index and the inclusion of time deposits with currency and demand deposits in 
the money supply. 

Sources: Money—Milton Friedman and Anna Jacobson Schwartz, Monetary Statistics 
of the United States: Estimates, Sources, Methods (New York: National 
Bureau of Economic Research, 1970); Prices—U. S. Department of Com¬ 
merce, Bureau of the Census, Historical Statistics of the United States, 
Colonial Times to 1957 (I960), pp. 116-17. 

. .. And the Short of it. In this black-and-white 
world of long-run economics, diagnosing infla¬ 
tion is greatly simplified—inflation is a monetary 
event. Unfortunately for both economic analysts 

and policymakers, over the short haul price in¬ 
creases may owe their debt to any number of 

sources. Consumers becoming less thrift- 
minded, increasing power of labor unions pre¬ 

cipitating higher wage costs, or Uncle Sam's 

stepping up the pace of Government spending 

are all situations which can precipitate tempo¬ 
rary hikes in prices. 

Consider Uncle Sam's fiscal stimuli to the 
economy as one example of a source of “short¬ 
term” inflation. A step-up in the rate of, say, 
defense spending financed by larger Govern¬ 
ment borrowing (without a step-up in monetary 
growth) may put upward pressure on the overall 
level of prices. The increasing prices cannot be 
permanent because individuals, finding their 
money holdings depreciating in value, would 
attempt to restore the real value of their balances 
by exchanging other assets for money. This 
would raise interest rates, reduce spending, or its 
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ECONOMICS OF INFLATION 

CHART 1 B 

COUNTRIES WITH A HIGHER MONEY GROWTH RATE HAVE ALSO 
TYPICALLY HAD A HIGHER INFLATION RATE 

Change in Prices (Percent Per Year) 
32 
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Note: Each dot plotted on this chart represents the average inflation rate 
and monetary growth rate (currency plus demand deposits) between 1952 
and 1969 for each of the 40 countries observed. The pattern of observations 
indicates that typically countries that have had a higher growth rate in their 
money supply per unit of output also have had a higher inflation rate. 

Source: Anna Jacobson Schwartz, “Secular Price Change in Historical Perspective,” 
Journal of Money, Credit and Banking 5 (1973): 267. 

rate of growth, and eventually halt the fiscal 
policy-induced price hikes.4 

‘Higher interest rates resulting from greater borrowing de¬ 

mands may raise the opportunity costs of holding money 
balances. This is likely to make individuals more willing to 
accept a lower level of real money balances and possibly 

However, the length of time that it would take 

the short-term inflation to dissipate is subject to a 

raise the equilibrium level of prices. But because the effect 
of a rise in interest rates is a once-and-for-all reduction in 
the demand for real money balances, its impetus to price 
increases (that is, inflation) can only be temporary. 
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INFLATION AND A ROLE FOR MONETARY POLICY 

good deal of uncertainty. The slowdown in 
prices must "wait for" the effects of the slow¬ 
down in spending. The slowdown in spending, 
in turn, must be precipitated by the attempts of 
individuals to reestablish their desired money 
balances. Many, if not most, economists might 
agree that the primary long-run effects of higher 
defense spending (without a step-up in monetary 
growth) would simply be a greater share of the 
nation's production going for defense purposes 
rather than higher inflation. But their estimates 

of the "temporariness" of the nonsustainable 

price hikes could likely vary over a wide range. 

DIAGNOSING THE RECENT INFLATION 
TREND 

The Importance of Monetary Growth. The 

economic arguments point out the importance 
and difficulty of distinguishing short-term from 
long-term bouts with inflation. An upward 

movement in price hikes over a short time span 
may be getting its impetus from one or more of a 
multiple of economic forces. If however the 
higher rate of inflation persists, a harder look 
must be given to the pace of monetary expan¬ 

sion. Thus, it might be unreasonable to zero in 
on the rate of monetary growth as the main 
catalyst of the 1973 bulge in prices. But in trac¬ 

ing a key source of the higher trend in price hikes 
since the mid-'60s, the path of money expan¬ 
sion warrants closer attention. 

The expectation of a strong coincidence be¬ 
tween money growth and inflation does appear 

to square with the facts of recent years. From 
1961 to 1965 money (currency plus checking 
account balances) grew at an annual rate of 3.5 
percent (compared to a 1 percent growth be¬ 

tween 1956 and 1960). The pace of money ex¬ 
pansion was upped to 5.3 percent between 1966 

and 1970. Over the past two and one-half years 

the money supply has grown at an annual rate of 
more than 7 percent. As Chart 2 indicates, the 
trend of inflation has, with some lag, followed a 
similar uphill path. 

The strong observed correspondence between 

the rate of growth of the money supply and the 

inflation pace over the past decade does not 

mean that other forces such as the Vietnam 
buildup in the mid-'60s or the more recent world 
grain shortages have not contributed measurably 
to the price hikes in their respective periods. At 
least, however, it suggests that a very old law in 

economics which relates monetary changes to 
price level changes is still very much at work. 
Thus, the prescription for slowing the longer- 
term inflation rate should give an important 
place to bringing down the trend in the growth of 
the money supply. Maintaining a lower rate of 
monetary growth is not going to eliminate every 
spurt in prices but it can be expected to reduce 
inflation over the long haul. 

The Need for Moderation. While the prescrip¬ 
tion for less inflation should entail a lower rate 

of money expansion, getting "from here to 
there" may not be easy. Reducing the pace of 
monetary growth will cause people to find an 
insufficient part of their wealth accumulating as 

money balances. They will attempt to rectify the 
situation by disposing of some of their assets 
for money. A decreased willingness of savers to 
buy stocks and bonds and of consumers to buy 
houses and durables will put a damper on busi¬ 
ness and consumer expenditures. While the 
eventual outcome may only be to reduce prices 
or the inflation pace, the initial (and temporary) 
effects of a slowdown in spending are likely to 
fall significantly on production and employ¬ 
ment. 

Producers and workers rely on past trends in 
economic conditions in setting their price and 
wage demands. The established pricing and 
wage patterns will be altered only when it be¬ 
comes apparent that such patterns will mean 
greater difficulty in selling a house, filling a ball 
park, or finding a job. It is by experiencing some 
slack in the demand for their wares or services 
caused by a slowdown in spending that pro¬ 
ducers and workers will be persuaded to mod¬ 
erate price and wage demands. Lower prices and 
wages (or less price and wage inflation) will tend 
to eliminate the induced slack in labor and prod¬ 
uct markets as consumers and businesses re¬ 
spond to lower costs by stepping up purchases 
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ECONOMICS OF INFLATION 

CHART 2 

AN INCREASING GROWTH IN THE MONEY SUPPLY SINCE THE 
EARLY ’60s HAS BEEN FOLLOWED BY INCREASING INFLATION 

Annual Percentage Rate of Change 
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Source: Price Deflator—Business Conditions Digest, October 1973, p. 107; Money 
Supply—Business Conditions Digest, June 1973, p. 113. 

and hiring.5 In the end, slower monetary growth 

can be expected to blunt mainly the trend in 

price hikes. But the process is necessarily in¬ 

direct and the transition to a less inflationary 
economy may be accompanied by some pain¬ 
ful readjustments. 

Experience, particularly since World War II, 

bolsters these arguments concerning the expect¬ 

ed shorter-term impacts of changes in the trend 
of monetary growth. The conclusion emerging 

from most studies of the postwar period is that 

monetary changes do exert an important in- 

5The behavior of output, employment, and prices in dis¬ 
equilibrium has been subject to an increasingly rigorous 
formulation in recent years. See, for example, E. S. Phelps 
et a!., Microeconomic Foundations of Employment and In¬ 
flation Theory (New York: W. W. Norton and Company, 
1970). 

fluence on the pace of economic activity (as an 
indication, see Chart 3).6 A most recent example 
is the late 1960s. Supported by a strong public 

concern over the existing pace of inflation, 

Government authorities moved to restrictive fis¬ 

cal and monetary policies in the latter part of 
1968. The Federal budget was tightened, and in 
1969 money expansion was sharply reduced to a 

6Two of the most recent studies examining the role 
of money in its effects on economic activity are Chris¬ 
topher Sims, "Money, Income, and Causality," Ameri¬ 
can Economic Review 62(1972): 540-52; and Peter 
Schmidt and Roger N. Waud, "The Almon Lag Tech¬ 
nique and the Monetary versus Fiscal Debate," Journal 
of the American Statistical Association 68(1973): 11-19. 
One argument against this interpretation of the ob¬ 
served short-term coincidence between money and the 
level of economic activity is that to an important extent 
the causation may have run from economic activity to 
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INFLATION AND A ROLE FOR MONETARY POLICY 

CHART 3 

IN THE SHORT TERM SIGNIFICANT CHANGES IN MONETARY 
GROWTH HAVE TENDED TO PRECEDE SIGNIFICANT CHANGES IN 
ECONOMIC ACTIVITY 

Percent 

— Rate of Growth in Money (3 Quarter Moving Average with money de¬ 
fined as demand deposits plus currency) 

Shaded areas represent official NBER business contractions 

Sources: Unemployment Rate—Business Conditions Digest, April and August 
1973, pp. 109 and 75 respectively; Money—Business Conditions 
Digest, June and August 1973, pp. 113 and 81 respectively; Busi¬ 
ness Contractions—Business Conditions Digest, April 1973, p. 115. 
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ECONOMICS OF INFLATION 

pace of 3.5 percent versus a 7.2 percent growth 

in the 1967-68 period.* * * 7 At least partly because of 

this monetary restrictiveness, as well as the fiscal 
belt tightening, business activity began to slide in 
December 1969, and production and employ¬ 

ment drifted downward for almost a year. Only 
by 1971 did inflation show some slowing. 

Economic forecasters are currently predicting 

some softening in economic activity for '74. A 
sharp pullback on the monetary reins main¬ 

tained for three or four quarters, such as in 1969, 
could possibly turn a mild slowdown into a re¬ 

cession. The high costs of greater unemployment 
incurred during a recession could then lead 

policymakers to revert to highly expansionary 
policies and, hence, a return of monetary growth 
to its previously fast pace.8 

money rather than from changes in the money supply 
to changes in economic activity. However, the Sims 
study found no support for this hypothesis. 

7ln its Annual Report (1969), the Board of Governors of 
the Federal Reserve System noted, “During 1969 the Federal 
Reserve moved to a very restrictive monetary policy in an 
effort to slow the expansion of aggregate money demands 
in the economy and to dissipate deeply rooted expectations 
of continuing inflation . . . The intensity of monetary re¬ 
straint is suggested by the marked slowdown that developed 
in the rates of growth of the money stock and bank credit. 
During the second half of 1968 these two variables had 
increased at seasonally adjusted annual rates of 7 and 15 
percent, respectively. Bui over the corresponding period of 
1969 the growth rate for each dropped to less than 1 per¬ 
cent" (p. 3). 

8As the Board of Governors of the Federal Reserve System 
noted in its Annual Report (1971), “In 1971 monetary policy 
encouraged further substantial growth in bank reserves, 

A more cautious, but possibly more hopeful, 
anti-inflation policy might instead be to pursue a 

course of small cutbacks in the monetary growth 

rate spread over several years. This gradualistic 
method can still be expected to have some 
restraining influence on growth in production 

and employment. Its advantage is that the loss 
is not all heaped on a short time period. And for 

this reason citizens and policymakers may find 
the prescription more palatable. 

A SUMMING UP 

Since the mid-1960s inflation has registered a 

strong uphill growth. The average rate of price 

increase has been in excess of 4 percent. 
Theory and fact point to the pace of monetary 

growth as an important element in accounting 
for this higher trend in price hikes. Reducing the 

longer-term growth rate in money is likely to be 
a necessary condition for bringing the trend of 

inflation to a lower path. However, the expected 
near-term impacts of a monetary tightening 
argue for some moderation in the speed with 

which money growth is reduced. Particularly 
now, with some softening in the economy 

being predicted, a gradual approach in reducing 
monetary growth may be desirable. When a 
desired long-term target is reached, avoiding 

substantial swings in the rate of growth of the 

money supply could help contribute to greater 
long-term price (or inflation) stability. 5? 

money, and bank credit in helping to stimulate economic 
recovery from the mild recession of 1969-70" (p. 3). 
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For the past three years the Federal Gov¬ 

ernment's economic artillery has been di¬ 

rected against what now appears to be a 
perennial enemy—price inflation. Strategies 

against it have ranged from the predictable 

to the precedent-shattering. There is no 

doubt that these actions were motivated by 

both public and governmental concern over 

rising prices. But if the costs of living with 

inflation and the costs of suppressing it are 

clearly drawn, which will the man in the 
street choose? 

The choice, of course, depends on how 

Inflation and the 

Distribution of 

Income and Wealth: 

Are the Poor 

Really Hurt? 

By Richard M. Young 
BUSINESS REVIEW/September 1973 

burdensome these costs are. There's wide 

disagreement about the costs of inflation, 

but most allegations fall into four general 

categories. One is the adverse effect that 
inflation can have on the trade balance of a 
country with fixed exchange rates. Another 

is the notion that inflation leads to ineffi¬ 

cient resource allocation—for example, peo¬ 
ple spending time and resources trying to 

shield themselves from its effects. A related 

view is that inflation induces imbalances in 
expenditure patterns, particularly excessive 

inventory and consumer durables purchases, 

13 



ECONOMICS OF INFLATION 

which may interfere with the attainment of 

stable growth. And, finally, it's often argued 

that inflation introduces a significant, arbi¬ 

trary redistribution of income and wealth 

which hurts the poor. 

This last cost is frequently cited when 

strong measures are demanded in the battle 

against inflation. Most of the media, the 

public, and political groups subscribe to the 
old saw that "inflation is the cruelest tax of 

all." However, recent studies contradict this 

popular belief that the burden of inflation 

weighs heaviest on the poor. Periods of 
inflation, triggered by unexpected increases 
in the demand for goods and services and 
accompanied by falling unemployment, do 
not seem to make the poor worse off either 
absolutely or relative to the nonpoor. In 

some ways the poor appear to be demon¬ 

strably better off. This doesn't mean policy¬ 

makers should toss in the towel in their 

fight against inflation. Rather, when fashion¬ 

ing an anti-inflationary policy, they must 

consider not only the total cost to society 

but also the distribution of the cost. 

DISTRIBUTIONAL EFFECTS COUNT 

Consumers fret because today's dollar buys 

less than it did ten years ago or even ten 

weeks ago. They're upset because income 

from their new job or their latest raise doesn't 

stretch as far as anticipated. Their reaction, 

though natural, ignores the possible interde¬ 

pendence between that new job, or that raise, 

and the increase in prices. Quite possibly, 

without the inflation no new jobs or raises 

would have materialized. There is a tendency 

to ignore the relationship between increases 

in prices and increases in income. For exam¬ 

ple, if the price of artichokes goes up, the 

income of the grocer who sells them may 

rise. And, if not the grocer, the income of 

the farmer who grows artichokes, the trucker 

who delivers them, or the Government that 

taxes them may rise. During a period of 

general inflation, however, the income in¬ 

creases to a particular individual will not 

always offset the increases in prices he pays. 

Thus, inflation benefits some and harms 
others. 

It is, of course, also true that attempts to 

suppress inflation have similar effects on the 

distribution of income. Moreover, the im¬ 

mediate causes of an inflation and the weap¬ 

ons selected to restrain prices play major 

roles in determining which sectors of society 
benefit and which lose. 

If the inflation is sparked by an unex¬ 

pected increase in the demand for goods 

and services, the benefits may include the 

chance to land a better job, to get off the 

unemployment roll, or to pay off debts in 

"cheaper" dollars (a reduction in the real 

value of the debt). This type of inflation also 

produces costs. Some people will find that 

increases in their income don't cover the 

increases in prices. For every person who 

finds that the real value of his debt has de¬ 

clined there will be another who finds that 

the real value of his assets has dropped by the 

same amount. 

However, an inflation may not come as a 

surprise. Some or all of the population may 

foresee the inflation and take steps to pro¬ 

tect their income and assets. Individuals and 

businesses can adjust their buying and sell¬ 

ing plans as well as their hiring and produc¬ 

tion goals in an attempt to minimize the 

effects of the inflation. The employment and 

output effects accompanying this type of in¬ 

flation will be much different—as will the 

distributional impact. 

The use of alternative methods of com¬ 

bating price rises will have a similar range 

of effects. For example, suppressing infla¬ 

tion with policies designed to curtail in¬ 

creases in demand has costs and benefits 

which differ substantially from those asso¬ 

ciated with direct controls. 

Changes in the distribution of society's 

income and wealth that are caused by un¬ 

anticipated inflation (precipitated by an 
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INFLATION AND THE DISTRIBUTION OF INCOME AND WEALTH 

Box 1 

THE POOR AND THEIR INCOME 

In a rapidly changing society no universally accepted standard for deciding who's 
poor is available. Not surprisingly, the official definitions are both crude and arbi¬ 
trary.* * While they provide a useful starting point, limitations of data and concern 
with persons beyond this official coverage will lead to the use of other definitions. 

The poor as a group derive their income from several sources. This Table shows 
the percentage of total income which came from various sources for a sample of 
family units below the official poverty line. Almost half the income received came 

INCOME SOURCES OF THE POOR AS A PERCENTAGE OF THE 
AVERAGE MONEY INCOME BEFORE PERSONAL TAXES 

Average Percent 
Income Source of Income 

Wages and salaries 44.3 
Self-employment 3.8 
Rents, roomers 1.9 
Interest, dividends and profits 1.0 
Social security and public employment 25.8 
Private pensions and trust funds .6 
Military allotments and pensions 3.2 
Public social assistance and private relief 14.1 
Other money income 5.3 

Source: ~U. S. Department of Labor, Bureau of Labor Statistics, Survey of Consumer Expenditures, 1960-61. 

from wages and salaries, an additional quarter from social security and public employ¬ 
ment, and nearly 15 percent from various forms of public and private assistance. An 
examination of inflation's effect on wages and transfer payments covers about 85 
percent of the income of those who are officially designated as poor. As the defini¬ 
tion of "poor" is expanded to include those just above the poverty line as well, the 
percentage of income accounted for by wages and transfers declines slightly but still 
covers more than 70 percent of total income of this group. 

* For a description of the poverty lines and their rationale, see Mollie Orshansky, "Counting the Poor: 
Another Look at the Poverty Profile," Social Security Bulletin, January 1965. In 1971 the poverty line for a 
nonfarm family of four was $4,137. It is estimated that in that year some 25.6 million persons or 12 percent 
of the population fell below official poverty levels. See Characteristics of the Low Income Population, 1971. 

Bureau of the Census, Current Population Reports. 

unexpected increase in demand) are almost 
the opposite of those caused by the tradi¬ 
tional government efforts to combat infla¬ 
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tion by curbing total demand. Evaluating 
the distributional effects of this type of 
inflation also indicates what some of the 
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benefits and costs of suppressing inflation 
by slowing demand growth may be.1 Of 
particular concern is the impact of inflation 
on those who can least afford to bear any 
additional economic burden—the poor (see 
Box 1). 

INFLATION, THE POOR, AND CHANGES 
IN EMPLOYMENT AND WAGE RATES 

Inflation, accompanied by rising output 
and employment, affects both the relative 
employment rates and the relative wages of 
the poor and the nonpoor. Changes in 
employment and wages determine what 
happens to the relative wage shares of the 
two groups. The record on inflation, unem¬ 
ployment, and shares of personal income 
would certainly challenge any contention 
that the poor gain less than proportionally 
during periods of inflation and labor market 
tightness. For example, the Chart (see page 
20) shows that the periods of high infla¬ 
tion and low unemployment rates in the late 
'50s and the post-1965 period roughly coin¬ 
cide with the periods when the income 
share of the lowest fifth in the income dis¬ 
tribution reaches relative peaks.2 The in- 

1 Discussion of the effects of inflation throughout this 
article is confined to the effects of a short-run, unan¬ 
ticipated inflation initiated by an unexpected increase 
in aggregate demand and not accounted for in the 
pricing and investment decisions of each sector of the 
economy. To some extent, all inflation is unanticipated, 
in that we can't adjust for it perfectly in our buying and 
investing decisions. While economists generally agree 
on the broad outline of wage-price-employment dy¬ 
namics in this situation, the long-run aspects remain 
highly debatable. For a discussion of this, see James 
M. O'Brien, "Inflation and Unemployment: The Great 
Debate," Business Review of the Federal Reserve Bank 
of Philadelphia, January 1973, pp. 13-18. 

2 An extensive study of the relationship between in¬ 
flation and poverty recently found that the income 
share of the lowest fifth of the income distribution 
tends to rise when the inflation rate increases and to 
fall when the unemployment rate increases. See R. G. 
Hollister and J. L. Palmer, "The Impact of Inflation on 
the Poor," Institute for Research on Poverty, University 
of Wisconsin, April 1969. 

come share of the second lowest fifth 
exhibits a similar pattern. This indicates that 
the relative income gains of the lowest group 
come from the top 60 percent of income 
groups rather than from those immediately 
above them. The bottom fifth does contain 
families whose income is above the official 
poverty level. However, in 1972 the bottom 
18.5 percent of the income distribution still 
had household income which was at most 
$5,000.3 Shifts of income in the direction of 
this group would probably be deemed so¬ 
cially desirable. 

Employment Effects. While little informa¬ 
tion is available on unemployment rates by 
income class, there seems to be a definite 
relationship between the unemployment 
rate of poor people and the overall unem¬ 
ployment rate. One rule of thumb is that 
the unemployment rate among the urban 
poor is roughly twice the overall rate.4 If 
this proportion remains roughly constant 
during an inflation accompanied by an 
economic upswing, then the percentage of 
poor who become employed increases by a 
greater amount than the percentage of non¬ 
poor who gain employment. For example, 
suppose the unemployment rate for the 
poor is twice the total unemployment rate 
and that the poor represent 10 percent of 
the labor force. If the total unemployment 
rate is 5 percent, the unemployment rates 
for the poor and nonpoor are 10 percent 
and 4.5 percent respectively. A dip in the 
total unemployment rate from 5 to 4 percent 

3 U. S. Department of Commerce, Bureau of the 
Census, Current Population Reports, Money Income 
in 1971 of Families and Persons in the United States, 
p. 23. 

4 For example, one economist observes that a national 
unemployment rate of 4 percent implies an unemploy¬ 
ment rate of 8 percent for blacks. Since blacks consti¬ 
tute a large portion of the urban poor, the ratio of 2 
to 1 may be a rough guideline for the unemployment 
rate of poor versus nonpoor. Its weakness is that it 
leaves out the rural poor. See L. Thurow, Poverty and 
Discrimination (Washington: The Brookings Institution, 
1969), p. 183. 

16 



INFLATION AND THE DISTRIBUTION OF INCOME AND WEALTH 

THE SHARE OF INCOME GOING TO THE LOWER-INCOME GROUPS 
RECEIVES A BOOST FROM INFLATION 

Percent 

6.5 

5.5 

4.5 

3.5 

Unemployment Rate 

Percent 

Percent 

Percent 

Income Shares 2nd Fifth 

1957 1959 1961 1963 1965 1967 1969 

Source: U. S. Department of Commerce, Bureau of the Census, Current Popu¬ 
lation Reports, Consumer Income, 1969. 
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Box 2 

THE BUSINESS CYCLE AND WAGES: A THEORY 

In theory, the demand of business firms for the relatively unskilled labor of the 
poor is expected to be more sensitive to the ups and downs of the business cycle 
than their demand for the more skilled labor of the nonpoor. A larger portion of the 
poor will find employment in areas tied closely to production. The nonpoor .as a 
group will have a smaller portion of production workers because they will include 
overhead workers such as accountants and administrators. Since the labor of the poor 
is more vulnerable to production cutbacks and their limited skills more plentiful in 
the labor markets, the wages of the poor should be less "sticky" than those of the 
nonpoor. It is unlikely that the wage levels of the poor would drop unless the 
economy were experiencing a severe downturn. However, the rate of increase in 
their wages seems likely to exhibit more fluctuation with changes in the economy 
than the rate of increase in skilled wages. 

This process is made even more likely if firms try to hoard their skilled workers 
during periods of slack demand. They may do this to avoid the costs of hiring these 
same skills back or retraining workers to fit the company's specific needs when busi¬ 
ness returns to normal. Some firms may do this by keeping skilled workers on the 
payroll even if they cannot be fully employed. As business picks up, the demand for 
additional skilled workers is held down by simply increasing the utilization of those 
already on the payroll. Dishoarding understates the expansion of skilled jobs and 
reduces the wage pressures in skilled areas during the early stages of an upswing. 

Furthermore, the differences in ability to increase the supplies of skilled and 
unskilled labor may contribute to greater cyclical volatility in the wages of the poor. 
When labor markets tighten, some jobs requiring skilled workers can be filled by 
lowering hiring standards and substituting less skilled for more skilled labor. This 
procedure cannot be used to increase the supply of the unskilled. Faced with a limita¬ 
tion on the supply of unskilled labor, the competition for labor during an expansion 
can lead to proportionately larger wage increases for the unskilled than the skilled.* 

* See M. W. Reder, "A Theory of Occupational Wage Differentials," American Economic Review 45 
(1955): 833-52. 

means that the unemployment rate among 
the poor has dropped from 10 to 8 percent 
while the rate among the nonpoor has fallen 
less than 1 percent (from 4.5 to 3.6 percent). 
With this proportionally greater increase in 
employment of poor persons (if relative wage 
rates are constant), the poor as a group can 
be said to be relatively better off with re¬ 
spect to wage income. 

Similar effects can be expected to make 
the poor relatively worse off if the unem¬ 

ployment rate rises. As a larger proportion 
of the poor lose jobs, their income as a 
group will fall relative to that of the non¬ 
poor. 

Wage Rate Gains. It must be remem¬ 
bered, however, that these income effects 
resulting from changes in employment rates 
can either be offset or reinforced by changes 
in relative wages. If the wage rate of the poor 
increases faster than that of the nonpoor dur¬ 
ing an inflation, the gain in income share will 
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INCREASE IN EARNINGS OF SKILLED AND 
UNSKILLED WORKERS 

Index of Average Hourly Earnings 

Percent Change Percent Change 
1960-64 1964-68 

Unskilled* * 14.0 16.7 

Skilled** 12.7 16.6 

* Includes janitors, porters, cleaners, laborers, and material handling. 

** Includes carpenters, electricians, machinists, mechanics, mechanics automotive, painters, pipefitters and 
tool and die makers. 

Source: U. S. Department of Labor, Bureau of Labor Statistics, Handbook of Labor Statistics, 1969. 

be larger than that dictated by changes in rel¬ 
ative employment rates. However, it's possi¬ 
ble that the relative gains in income evident 
in the Chart might show up solely as a result 
of employment gains if the wages of the poor 
don't rise as fast as those of the nonpoor. 
Neither theory nor the available evidence 
supports this view. 

In theory, business is expected to try 
harder to retain the services of its skilled 
labor force than those of its unskilled work¬ 
ers during the ups and downs of business 
cycles. The unskilled are generally easier to 
train and replace if business picks up. If 
skilled workers are primarily nonpoor and 
unskilled workers primarily poor, the em¬ 
ployment prospects of the poor seem to be 
more vulnerable to business cycle fluctua¬ 
tions than those of the nonpoor. These 
wide swings in the demand for unskilled 
workers also tend to make their wages more 
variable than those of skilled labor. This 
creates a tendency for wages of the unskilled 
to rise faster than those of the skilled in a 
business upswing and to lose ground in a 
downturn (see Box 2). 

In practice, there's little information on 
the behavior of the average wage rate of the 

poor relative to that of the nonpoor. How¬ 
ever, it's possible to compare the rate of 
increase of wages in certain skilled and un¬ 
skilled categories for the 1960s. If the un¬ 
skilled are representative of the poor, then 
the wages of the poor rose more rapidly than 
their nonpoor counterparts during the early 
part of the decade and at about the same rate 
in the latter part, according to the above 
Table. While no significant closing of wage 
differentials occurred during the period when 
inflation was higher and labor markets were 
at their tightest, the poor may still have made 
some gains. For example, they may have im¬ 
proved their position through upgrading from 
the unskilled category. This source of relative 
gain would not be reflected in the Table. 

In short, available evidence, though in¬ 
conclusive, suggests that during past periods 
of inflation the income shares, employment 
rates, and wages of the poor have all tended 
upward relative to the nonpoor. Such 
events would make the poor at least rela¬ 
tively better off. Conversely, Government 
actions to curb growth in aggregate demand 
in order to ameliorate inflation are likely 
to make the poor worse off relative to other 
wage earners. 
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Box 3 

HOW THE POOR CAN BE BETTER OFF 
RELATIVE TO OTHER WAGE EARNERS 

BUT ABSOLUTELY WORSE OFF 

In Brotslavia the entire work force is engaged in making brots * * Because of certain 
technical factors they make exactly a million brots a year. Now in one year the poor, 
who account for 20 percent of the work force of Brotslavia, see their wages rise 10 
percent while those of the nonpoor rise only 5 percent. (The proportion of poor and 
nonpoor in the work force and the relative increases in wage rates imply a 6 percent 
increase in total wage payments.) But while this was happening the price of brots 
rose 20 percent. While the poor find that their position has improved relative to that 
of the nonpoor wage earners, both groups are worse off because the price of brots 
has risen faster than their incomes. The difference between the 6 percent increase 
in total wages and the 20 percent increase in the price of brots represents an increase 
in the share of total income going to profits, interest, and rents. These sectors have 
gained at the expense of wage earners. 

* Brots are an all-purpose good combining the qualities of bread, steak, wine, automobiles, and brot- 
making machines. 

THE POOR: HOLDING THEIR OWN 
WITH CAPITAL 

Suppose as the result of inflation the poor 
are better off relative to other wage earners. 
For them to be absolutely better off they 
must hold their own not only against the 
wage and employment gains of other classes 
of wage earners but also against increases 
in the other components of income—profits, 
interest, and rents. It is possible for the 
poor to gain a bigger share of the income 
paid as wages and simultaneously to receive 
a lower share of the total national income 
(see Box 3). This situation could arise if 
prices increase faster than wages. Both poor 
and nonpoor wage earners may find them¬ 
selves absolutely worse off because the 
owners of capital (the plants, stores, and 
equipment) have taken a share of income 
large enough to reduce the purchasing 
power of the share going to wages. This 
can happen even though money wages have 

risen. Several decades ago this view of infla¬ 
tion found wide acceptance among econo¬ 
mists. Keynes even went so far as to assert 
that inflationary periods were associated 
with cultural achievements because they 
freed the upper classes from economic 
cares.5 

However, recent studies suggest that capi¬ 
tal has not received greater benefits than 
wage earners during the inflationary periods 
of the postwar American economy. One 
study finds that real wage rates and employ¬ 
ment have tended to peak at the same time.6 
This finding is the opposite of what would be 

5 John Maynard Keynes, Treatise on Money (London: 
Macmillan, 1934), 2:154. 

* R. G. Bodkin, "Real Wages and Cyclical Variations 
in Employment," Canadian Journal of Economics 2 
(1969): 353; C. D. Long, "The Illusion of Wage Rigid¬ 
ity: Long and Short Cycles in Wages and Labor Costs," 
Review of Economics and Statistics 42 (1960): 140. 
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predicted by those who believe that prices 
would advance more rapidly than wages dur¬ 
ing inflation.7 

More recent data indicate that while the 
rate of increase in real wages has slowed in 
the vicinity of peaks in postwar business 
cycles, wages have increased rapidly enough 
to cause the percentage of the Gross Na¬ 
tional Product received by employees to 
peak at the same time as the business cycle. 
There appears to be no factual indication 
that inflation appreciably increases the share 
of income going to capital. Consequently, 
the poor seem unlikely to be either relatively 
or absolutely worse off as a result of infla¬ 
tion's effect on wages and employment. 

EFFECTS ON THE VALUE OF ASSETS 
AND DEBTS 

One possible source of hardship which 
might offset any income gains the poor de¬ 
rive from the inflationary process is a loss 
in their wealth position. Inflation cannot 
lead to loss of wealth for society as a whole 
since it does not lead to a destruction of 
real assets such as buildings, machinery, and 
automobiles. It can, however, lead to a 
significant redistribution of wealth by re¬ 
ducing the real value of debts and assets 
which are denominated in money terms.8 

7 It is, of course, not necessary for prices to increase 

at a faster rate than wages but only at a rate greater 

than the increase in wages less the increase in pro¬ 
ductivity. 

8 Inflation can lead to a real loss to the private sector 

by reducing the real value of the stock of currency. 

While this is considered, any loss to the private sector 

caused by the debtor position of the Government is 

assumed to be offset by a reduction in the present dis¬ 

counted value of the stream of taxes and abstracts from 

distribution effects generated by the progressive income 

tax structure. These effects would seem to be concen¬ 

trated among the nonpoor since that group contains 

both the primary holders of Government debt, either 

directly or indirectly, and the higher-bracket taxpayers. 

For example, suppose Mr. Adams borrows 
$50 from Mr. Brown when the price index 
is 100. Now suppose the index rises to 150. 
The $50 IOU that Mr. Brown holds is worth 
only two-thirds as much in terms of what 
he can now buy with it as when he made 
the loan. Fie has suffered a real loss. How¬ 
ever, his loss is exactly offset by Mr. Adams's 
gain since the real value of his debt has 
declined by a third. 

The question of whether the poor or the 
nonpoor gain or lose in this type of redis¬ 
tribution depends on the relative amounts 
of each group's monetary assets and debt. If, 
in the example, both Mr. Adams and Mr. 
Brown are poor, then the poor as a group 

have neither gained nor lost. Only if the 

two men are in different income classes 

does one group become better off relative 
to the other. 

At first glance, it might appear that the 

poor would be net debtors with respect to 
the nonpoor and would gain from wealth 

redistribution effects. This neglects the pos¬ 

sibility that the poor may hold a high pro¬ 

portion of their meager assets in cash and 

deposits of various sorts. While it's difficult 

to determine exactly what the relative loss 

or gain might be, one recent study has esti¬ 

mated that an unexpected rate of inflation 

of 5 percent would result in less than a 

quarter of 1 percent loss in the real value of 

the annual income of the median poor 
family.9 

A comparable figure for the nonpoor is 

not readily available. However, there is 

evidence that the demand for liquid assets 
rises more than proportionately when in¬ 

come rises. Moreover, the poor seem to 

hold a smaller percentage of their total 

assets in monetary form. This suggests that 

Hollister and Palmer, op. cit., p. 42. 
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most of any real loss will be suffered by the 
nonpoor.10 

It seems unlikely that either the relative 
or absolute income and wealth position of 
the poor will be affected substantially 
through this channel of inflation. 

UNCLE SAM'S INTEREST IN THE 
DISTRIBUTION 

For the poor to retain or improve their 
income and wealth share in the face of 
inflation, the Government must be willing 
to maintain the purchasing power of trans¬ 
fer payments like social security or welfare. 
Public transfer payments are second only 
to wages and salaries as a source of income 
for the poor. Even if the poor benefit from 
the effects of inflation on income and 
wealth (before taxes and transfers), it may 
be argued that the failure of legislators to 
preserve the purchasing power of transfers 
could offset these benefits. 

A recent study of the growth of public 
transfers of various types suggests that this 
problem is not a serious one.* 11 Although in¬ 
creases in a particular type of payment may 
lag behind price changes in particular years, 
these lags seem to be much less widespread 
and long-lasting than is generally believed. 
Furthermore, these periods are offset by 
ones during which payment levels rise con¬ 
siderably more than the price level. 

There is also some evidence that legisla¬ 
tors think about money transfers in real or 

10 For the first point, see J. Crockett and I. Friend, 
"Consumer Investment Behavior," in Determinants of 
Investment Behavior (New York: Columbia University 
Press, for the National Bureau of Economic Research, 
1967), pp. 50-52; and for the second, see G. L. Bach 
and A. Ando, "The Redistributional Effects of Infla¬ 
tion," Review of Economics and Statistics 39 (1957): 
1-13. 

11 Hollister and Palmer, op. cit., p. 34. It is also con¬ 
cluded in this study that in many cases the average 
payment grows rapidly enough to raise the relative 
income position of the recipient. 

purchasing power terms.12 Thus, even if the 
recipients of transfer payments lose some 
value of their income because of unexpected 
inflation this loss is not gone forever. Legis¬ 
lators seem likely to make up some or all 
of the loss with future increases that exceed 
what otherwise would be granted. Addi¬ 
tionally, legislators, in an attempt to avoid 
the effects of inflation on a welfare or social 
security recipient's income, may take steps 
to keep money payments in line with the 
changing price level. Indeed, the revisions 
of social security in 1972 specified that both 
benefits and contributions should increase 
with the cost of living. 

INFLATION VERSUS INCOME 
REDISTRIBUTION 

The evidence currently available indicates 
that the poor are probably not the victims 
of inflation they're often portrayed to be. 
In fact, they may be the beneficiaries of an 
inflationary process that boosts their income 
and employment position relative to that of 
the nonpoor. Conversely, a slowdown in infla¬ 
tion caused by recession and unemployment 
seems to make the poor relatively worse off. 
If total demand slackens and the inflationary 
pressures begin to ebb, the same economic 
processes that lead the poor to benefit more 
than proportionately on the upswing force 
them to absorb more than a proportionate 
share of the economic costs of the downside 
of the cycle. 

The conflict between the suppression of 
inflation and income redistribution is a 
small piece in a very complicated puzzle 
that economic policymakers must fit to¬ 
gether. But when tallying the pluses and 
minuses of any anti-inflationary policy they 
should be interested not only in how much 
society pays but who in society pays the 
bill for slowing inflation. J 

15 N. W. Swan, "Inflation and the Distribution of In¬ 
come," Ph.D. thesis, University of Pennsylvania, 1969. 
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Inflation and 
Unemployment: 

The Great Debate 
By James M. O'Brien 

BUSINESS REVIEW/January 1973 

At long last the economic engine is get¬ 
ting up a full head of steam. Production is 
moving ahead at a rapid pace and unem¬ 
ployment is coming down from the high 
levels of '71. But Government decision¬ 
makers will have little time to rest as they 
now must begin to set the tone for Uncle 
Sam's fiscal and monetary policies over the 
longer haul. A major issue will be how to 
weigh holding the line on inflation versus 
achieving further declines in the unemploy¬ 
ment rate. 

Until recently most economists believed 
that the New Economics clearly spelled out 
the choices for policymakers. Monetary and 
fiscal (or demand management) policies are 
used by the Government to influence the 
total volume of spending in the economy. 
According to the New Economics, when 
total spending is kept at a brisk pace, the 
nation's production and, consequently, em¬ 
ployment can be maintained at high levels. 
With a high rate of spending, prices will be 

rising and profit-minded businessmen will 
have an incentive to keep production lines 
humming. Thus, the New Economics hangs 
its hat on a "tradeoff" between inflation and 
unemployment. If, on the one hand, policy¬ 
makers are willing to put the economy on a 
high inflation turnpike, they can buy a low 
unemployment rate.1 If, on the other hand, 
they want to travel a low inflation road, 
they can do so but only at a cost of longer 
jobless lines. 

While the New Economics is now part 
of the conventional wisdom, something of 
a retreat to the "old" or classical economics 
has begun to gather momentum in profes¬ 
sional ranks. According to an increasing 

1 Government policymakers would not, of course, 
directly aim their policies at creating inflation but both 
economic thinking and historical experience indicate 

that if the rate of change in total spending is increased 
to a higher level, inflation will he greater than it other¬ 

wise would have been. 
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minority, the experience of the late 1960s 
bared the Achilles heel of the New Eco¬ 
nomics and the notion of a tradeoff between 
inflation and unemployment. While lower 
unemployment accompanied the higher in¬ 
flation of the mid-'60s, employment gains 
slowed as inflation accelerated in the closing 
years of the decade. This group of econ¬ 
omists argues that this resulted because 
inflation can lower unemployment only tem¬ 
porarily. Attempting to preserve the "low" 
unemployment level will lead to accelerating 
rates of inflation which cannot be tolerated 
for long. Those subscribing to this view have 
been dubbed Accelerationists. In effect, they 
are reiterating the doctrine of an earlier era 
and are contending that stable prices (or a 
stable inflation rate) is the only achievable 
goal within the reach of monetary and 
fiscal policymakers. The demand managers 
shouldn't be concerned about unemploy¬ 
ment because they can't do much about it 
for long. 

Put under the gun, supporters of the New 
Economics have mounted a counterattack. 
They still uphold the importance of a high 
employment goal for monetary and fiscal 
policymakers. The Accelerationists' conclu¬ 
sion, they charge, is too much out of the 
textbook and doesn't accurately reflect the 
real world.2 

2 Focal points for the two sides of this debate can 

be found in Milton Friedman's presidential address 
delivered at the 80th annual meeting of the American 
Economic Association, 1967; and in James Tobin's 
presidential address at the 84th meeting, 1971. In his 
address, Tobin counters the arguments of Friedman 
and other Accelerationists. 

Students of contemporary economics often use 

the term New Economics to refer to the economic 

doctrines of John Maynard Keynes and his "followers,” 

the "Keynesians." The term classical economics usu¬ 

ally refers to the economic doctrines which Keynes 

and the Keynesians attacked and which dominated 

economic thinking in the first third of the twentieth 

century. Flowever, a recent article finds that the 

doctrines of the New Economics may not be so new 

THE ACCELERATIONIST ATTACK 

The Accelerationists draw their intellec¬ 
tual ammunition from the "old" or classical 
economics. Before the advent of the New 
Economics, professors often taught their 
students that the economic world could be 
split into two levels. At the nitty-gritty level 
are the "real," or fundamental, factors of 
the economic structure—labor and other 
resource supplies, technology, entrepre¬ 
neurship, and consumer preferences. The 
interaction of these "real" factors dictates 
a nation's production of goods and services 
and, hence, the level of employment. It 
also establishes the rate at which each com¬ 
modity can be exchanged on the market 
for every other one. At one level removed 
from real factors is the money economy 
where items for sale and resources for hire 
have dollar price tags attached. Except for 
short periods of time, it is only at this level 
that monetary policies can have their say. 
Government can shower its citizens with 
more green paper, but the result eventually 
will be higher price tags rather than changes 
in output and employment. In short, jobs 
and production cannot be increased merely 
by running the Government's printing press 
at a faster clip. 

Suppose, for example, the economy has 
been chugging along for some time with 
stable prices but with the unemployment 
rate at 5 percent. And suppose that even 
though this is the unemployment rate deter¬ 
mined by interaction of the economy's 
"real" factors, it is deemed too high by 
Government officials. If, say, the shoemaker 
is to be coaxed into increasing the number 
of his assistants, he will have to find it 
profitable to produce more shoes. At first 
glance, expansionary Government policies, 

and the current debate by no means historically un¬ 

precedented (see J. H. Wood, "Money and Output: 

Keynes and Friedman in Historical Perspective," Busi¬ 
ness Review of the Federal Reserve Bank of Phila¬ 
delphia, September 1972, pp. 3-12). 
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which put more money in people's pockets 
would appear to do the trick. With more 
customers knocking on his door, the shoe¬ 
maker's wares will command higher prices. 
In this profitable situation, he will want 
to supply more shoes. At current wage 
levels more assistants will be demanded. 
Since a sudden spurt in prices will at first 
be viewed by workers as a temporary aber¬ 
ration, they will have little incentive to 
push for more favorable wage contracts. 
Hence more assistants will be put on the 
payroll, thereby reducing the out-of-work 
tally. 

However, the Accelerationists predict that 
attempting to maintain the employment 
gains would set the economy on an infla¬ 
tionary treadmill that is self-defeating. Even¬ 
tually with rising prices continuing, assistant 
shoemakers will come to regard inflation 
as a way of life. Since their concern will 
be with the purchasing power of their wages 
(real wages), they will want inflation ac¬ 
counted for in wage agreements. If an 
hour's work earned them a steak yesterday 
they will not settle with hamburger for an 
hour's work today. As wages move into 
line with prices, profit margins will be 
squeezed, cost cutting will occur, and em¬ 
ployment will be cut back. Another injec¬ 
tion of money into the economy and a 
further step-up in inflation will be needed 
to put the extra assistants back on the pay¬ 
roll. But pretty soon wage demands will 
again include offsets for the new higher 
inflation and employment will again retreat. 
And another round will have to begin. . . . 

Thus, these renovated classical econo¬ 
mists conclude that in the long run the 
Government is fighting a losing battle if, 
through an inflationary policy, it tries to 
pin the unemployment rate beneath that 
ground out by the economic "fundamen¬ 
tals." Although the Accelerationists are not 
certain what this "natural" rate of unemploy¬ 
ment might be, current bets range from 4 to 
6 percent for the United States. 

THE COUNTERATTACK 

Supporters of the New Economics direct 
their counterattack against an untested ac¬ 
ceptance of the Accelerationist conclusion 
that attempts to maintain a "low" unem¬ 
ployment rate will result in accelerating rates 
of inflation. They note the importance of 
the concept that the worker be concerned 
with his real wage to the Accelerationist 
conclusion. Most New Economists would 
agree that the real wage principle is sound. 
But they ask, how long would it be before 
higher inflation is fully anticipated and fully 
adjusted to by most workers in their wage 
demands? .If it takes generations for adjust¬ 
ments to be completed, then a lot of 
employment gains might be bought before 
accelerating inflation becomes a problem.3 

The NeW Economists point out that his¬ 
torical and social settings can play an im¬ 
portant role in determining a worker's wage. 
For example, the mill operator with se¬ 
niority, a mortgaged home, and several kids 
may not find it worthwhile to present his 
boss with an ultimatum if his wage (other 
things equal) doesn't keep pace with the 
price of steak. Or the assistant shoemaker 
may not find it desirous to pull up stakes as 
higher wages beckon him elsewhere. And 
if the younger generations find it difficult 
to break childhood ties, for some localities 
and some industries wage demands may lag 
a higher inflation pace for quite awhile. 
Thus, higher inflation could coax employers 
into maintaining a greater work force for 
many years.4 

3 Another argument by some New Economists is 
that our economics is not yet so polished that we 
can confidently predict what will result even in the 

“long run." 
4 Employment expansion would also spread beyond 

the industries where wage demands failed to reflect 

fully the higher inflation. For example, as textile 
manufacturers increase their employment and supply 
more material to customers in the apparel business, 
more workers will also be needed to produce more 

clothing. 
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For nearly 15 years the New Economists 
have been examining the facts to see if 
higher inflation could really help the un¬ 
employment picture. Starting in the late 
1950s they began putting various coun¬ 
tries under the economic microscope. They 
found as a country moved up on the infla¬ 
tion scale it usually moved down on the 
unemployment scale.5 The inflation experi¬ 
ences of the various countries tended to 
be of the stop-and-go variety. As a result, 
wage earners probably did not have enough 
time to anticipate fully the movements to 
higher (lower) rates of inflation. These early 
studies help to confirm the view that in¬ 
creasing inflation, when it is not fully ex¬ 
pected, can reduce unemployment. But 
there still remained the important issue of 
whether higher inflation could bring the 
unemployment rate down when the inflation 
is fully expected by workers. 

The experts have recently set out to build 
statistical mousetraps that could catch the 
elusive effects of fully expected, or long 
term, inflation. These newer models give 
some ground to the Accelerationist thesis 
but, more important, fail to go to the full 
distance. It appears to be true that as the 
worker comes to expect higher inflation, 
paychecks will move ahead at a faster pace 
and previous employment gains will take 
some lumps. But these recent experiments 
indicate that when higher inflation is com¬ 
pletely expected, average wage demands still 
don't fully compensate for it. Thus, accord¬ 
ing to the evidence, even when the faster 

8 These findings of an inverse relation between his¬ 
torical inflation rates and historical unemployment 
rates were given the name Phillips curves after A. W. 
Phillips, a British economist who in 1958 published a 
study showing the relation between (wage) inflation 
and unemployment for the British economy. The re¬ 
lationship was later shown to exist for numerous other 
countries including the United States. 

pace in inflation is taking nobody by sur¬ 
prise, some employment gains will remain.6 
Although for how long is still uncertain (see 
Box). 

The New Economists do not deny the 
economic principles behind the Acceler¬ 
ationists' attack. Instead, they claim, the 
practical importance of these principles on 
any particular issue can only be determined 
by studying the facts. The facts, they con¬ 
tend, indicate that the notion of buying less 
unemployment with inflation should not be 
rejected by policymakers. 

A POLICY FOR ALL PERSUASIONS? 

The Accelerationists have enunciated the 
objections of modern classical economists 
to employment goals which depend on 
money and spending policies. They direly 
predict that accelerating rates of inflation 
will face any economy whose policymakers 
continually shoot for a "low" unemploy¬ 
ment target with monetary and fiscal policy. 
The only suitable goal for these policy tools 
is the achieving of price (or inflation) sta¬ 
bility, they argue. The New Economists, in 
turn, claim that the everyday world is full 
of "frictions" which can easily prevent the 
Accelerationists' conclusion from occurring. 
Employment is a legitimate goal of mone¬ 
tary and fiscal policy. It is foolish, they 
conclude, to settle for high unemployment 
and reduced production today because of 
concern over an uncertain inflation prob- 

8 These recent studies point up the weakness ot 
the late 1960s as evidence supporting the Acceler¬ 
ationist conclusion. Both the Accelerationists and the 
New Economists agree that unexpected inflation can 
result in a lower unemployment rate than that result¬ 
ing from expected inflation. The late 1960s offers 
some confirmation of this view. As inflation became 
expected by workers, it took more inflation to keep 
the same unemployment rate. The 1960s need not 
indicate anything on the point where the two sides 
differ—whether or not there are any employment 
gains from expected inflation. 
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A CLOSER LOOK AT THE TRADEOFF EVIDENCE 

Estimated Inflation—Unemployment Tradeoff* 

Unemployment Inflation 
Rate Rate 

(Percent) (Percent) 

3.0 7.3 
4.0 5.1 
5.0 3.3 
6.0 1.9 
7.0 0.6 

The numbers in the table represent estimates from one of the recent studies of the 
current inflation-unemployment tradeoff when inflation is fully anticipated by workers. 
For example, to achieve a 5 percent rate of unemployment would require a 3.3 
percent rate of inflation, given the structure of existing labor and product markets. A 
6 percent rate of unemployment would correspondingly be associated with a 1.9 
percent rate of inflation, and so on. 

This and other recent studies have found that the current tradeoff between inflation 
and unemployment is somewhat worse than it was in the 1950s. The studies found 
that this could be statistically explained by structural changes in the labor force— 
the increasing proportion of young and female workers who have above average un¬ 
employment rates and the greater dispersion in unemployment rates among age-sex 
categories. 

The crucial difference between the earlier and more recent studies is that the 
latter attempted to measure the effect of inflation on wage changes when this in¬ 
flation is expected. These recent studies found that when workers fully expect an in¬ 
crease in the inflation pace, their wage increase demands rise less than proportionally 
to the anticipated price increases. Thus, even inflation that does not surprise workers 
enchances the producer's profit picture, inducing him to increase employment, the 
studies concluded. 

However, a possibly important weakness in these studies is the need to use an esti¬ 
mated measure of workers' inflation expectations since their actual expectations are 
unknown. The most popular method has been to assume that the typical worker takes 
a weighted average of past inflation rates to project the future course of inflation. The 
criticism leveled at this measure concerns the assumption that the worker looks only 
at past inflationary experiences. For example, if the worker expects a reduction in 
price increases because the Government announced tighter economic policies, a 

* The results in this table are from Robert J. Gordon, "Inflation in Recession and Recovery, Brookings 
Papers on Economic Activity 1 (1971): 105-158. The unemployment rate refers to the official unem¬ 
ployment rate as measured by the Bureau of Labor Statistics and the inflation rate refers to an implicit 
deflator nonfarm price index. 
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weighted average of past price hikes would overestimate the worker's inflation ex¬ 
pectations. Generally, if the measure of expected inflation is subject to important 
error, the estimated relationship between wage hikes and expected price hikes will 
tend to be less than the true relationship. 

A second method uses inflation forecasts of business economists gathered over 
the last quarter of a century. While this is a true measure of anticipated inflation, it 
may not represent the expectations of workers. Thus, this measure is also subject to er¬ 
ror and, hence, the same bias as the use of past price hikes. Because of the possibly 
serious deficiency in the measures of expected inflation used, some economists have 
been reluctant to accept the conclusions of the more recent studies. 

lem that might more properly belong to our 
children's children. 

While economists debate, policymakers 
must act. One option midway between 
these two views worth considering would 
be to set a moderately high but steady in¬ 
flation goal for demand management poli¬ 
cies rather than an unemployment goal. If 
the New Economists are right, then higher 
inflation will keep a lot of people off the 
unemployment lines.7 If the Acceleration¬ 
ists are right, then at least there won't be 
the prospect of accelerating inflation that 
would follow an attempt to push unemploy¬ 
ment too low. Accompanying this form of 
action, could be attempts by the Govern¬ 
ment to reduce further the costs of inflation 
to individuals.8 

7 The higher inflation policy might also cause an 
initial slowdown in some workers' real wages. How¬ 
ever, the average standard of living of members in 
the labor force should rise as the number unemployed 
recedes. 

8 For example, in 1973 social security payments will 
be directly linked to the Consumer Price Index. Other 
possible areas into which "escalator" clauses could be 
introduced are private pensions and interest payments 
on securities. Although as some New Economists have 
suggested, tying income derived from wages to infla¬ 
tion "escalator clauses" would likely tend to reduce 
the employment gains generated by higher inflation. 

Whether or not inflation continues to 
remain anathema to policymakers, there is 
an alternative approach to the unemploy¬ 
ment problem. Both Accelerationists and 
New Economists alike have urged the 
Government to play a stronger role in re¬ 
ducing the frictions hampering the eco¬ 
nomic wheels of labor markets. It is 
suggested, for example, that Uncle Sam 
might make it easier for the worker to pick 
up his things and move when better job 
opportunities lie elsewhere. This would 
help relieve the unemployment problem 
when certain regions become economically 
depressed. Serving the same end would 
be a greater use of manpower or retraining 
programs which would ease the transition 
from old to new skills. Other changes that 
would most likely ease the unemployment 
picture are reductions in restrictive prac¬ 
tices on hiring nonunion workers and re¬ 
laxation of minimum wage laws. From the 
Accelerationists' view this would reduce 
the unemployment rate the economy must 
ultimately settle on. From the New Econo¬ 
mists' position of vantage, this could reduce 
or eliminate the need for inflation to reach 
an acceptable employment level. J 
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Inflation Insurance: 

Sagacious Professor Newthought delights 
in demolishing maxims and substituting new 
ones—often his own. Recently he claimed 
"you can have your cake and eat it too"— 
by simply lending it out at interest. 

A student sharply dissented, holding that 
in modern economies where people lend 
dollars in lieu of cakes or other "real" goods, 
lenders sometimes receive crumbs in value 
rather than their cake and a muffin for in¬ 
terest. If prices are increasing rapidly, he 
noted, borrowers pay off lenders with dol¬ 
lars that command fewer goods than during 
the period when the loan was contracted. 

Quite right, answered Professor New- 
thought, inflation can "eat" away the pur¬ 
chasing power of loan repayments and in¬ 
terest. But lenders will protect themselves 
from this "wealth erosion" by demanding 
"inflation premiums"—that is, more interest 
to cover any expected price increases. So, to 
have their cake and eat it too, he added, 
lenders must anticipate the course of infla- 

An "Escalator Clause" 

For Securities? 
By Donald \. Mullineaux 

BUSINESS REVIEW/October 1972 

tion and adjust their lending terms accord¬ 
ingly. If they get only "crumbs" in return, 
they've either erred badly in their inflation 
forecasts or failed to cover themselves 
adequately. 

When the classroom debate had ended, 
neither pedant nor pupil had considered a 
larger question: Is there a better way of cop¬ 
ing with the wealth-eroding effects of infla¬ 
tion? For example, can't we lessen the impact 
of human error on society by including 
"wealth-protection insurance" in financial 
contracts? Many wage contracts already in¬ 
clude "escalator clauses" which "link" pay¬ 
ments to changes in some cost-of-living index. 

Actually, "index-linked" securities offer 
potential advantages and disadvantages and 
thus from time to time have surfaced as a 
politically sensitive issue. Both public and 
private debate, however, require a better 
understanding of the way financial markets 
presently cope with inflationary expectations. 
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THE "REAL" VS. THE "MONEY" 
RATE OF INTEREST 

In this credit-card age when consumers 
as diverse as teachers, technicians, and tele¬ 
phone operators, use charge-a-plates, few of 
us escape interest rates. Whether applicable 
to a savings account, a corporate or govern¬ 
ment bond, or an installment loan from a 
bank or department store, an interest pay¬ 
ment typically represents a reward to lenders 
for parting with some of their accumulated 
purchasing power. In this sense, then, an 
interest rate is a price of credit, and as credit 
arrangements come in numerous shapes and 
sizes, so do interest rates. 

A typical credit contract promises to repay 
the amount borrowed (principal) after an 
agreed upon time period and to make peri¬ 
odic payments (interest) in the interim for 
the right to use the principal. For instance, 
a Mr. Appleby lends $1000 to the Neversink 
Screendoor and Submarine Company by 
buying a debenture1 promising to pay him 
$65 annually until 1992 and then return the 
$1000. In other words, Appleby has "in¬ 
vested" $1000 in corporate bonds at a yield 
of 6V2 percent. 

When entering into the contract, Appleby 
realizes that a thousand dollars 20 years from 
now will most likely not buy the same sack 
of groceries it does today. Because inflation 
seems the "normal course of affairs," the 
principal (and interest over the intervening 
years) will buy fewer goods; in other words, 
the greater the price rise, the lighter the gro¬ 
cery sack. To protect himself from this ero¬ 
sion of purchasing power, Appleby has de¬ 
manded more in interest payments than he 
would have had he expected prices to re¬ 
main constant between now and 1992. In 
fact, Appleby would have settled for $40 a 
year as reward for parting with his funds in 
the absence of inflation. Neversink is quite 

’A debenture is a bond backed only by the general 
creditworthiness of a corporation. 

willing to pay him the "extra" $25 a year, 
however, since the firm also expects a similar 
rise and will, therefore, be paying off the 
principal (and interest over the intervening 
years) in "cheaper" dollars. 

In the absence of expected inflation, then, 
Neversink bonds would yield 4 percent. 
Since bond purchasers and Neversink agree 
that prices are likely to rise at an annual rate 
of 2V2 percent over the next 20 years, an 
"inflation premium" of about this amount is 
tacked on to the 4 percent. The yield in the 
absence of inflationary expectations is re¬ 
ferred to as "the real rate of interest," while 
the sum of the real interest rate and the 
inflation premium is called the "money rate" 
or "nominal rate of interest." Obviously, if 
prices are expected to decline, then the 
nominal rate of interest is less than the real 
rate. The "inflation premium" becomes a 
"deflation discount." This relation between 
the expected rate of price change and the 
level of interest rates is called "Fisher's Equa¬ 
tion" after its originator, Irving Fisher of Yale 
University.2 

FISHER'S EQUATION 
*Money Rate = 

Real Rate 4- Inflation Premium 
’“Fisher's equation for the money 

rate also includes a term reflecting 
the interest earned on the infla¬ 
tion premium, but it is typically so 
small that it can be ignored. 

If, for some reason, borrowers or lenders 
expect the rate of inflation to accelerate, this 
should be reflected in increased inflation 
premiums and higher interest rates. Like¬ 
wise, if market participants expect a decline 

2Professor Fisher is often considered the foremost 
American monetary economist of the early twentieth 
century. Perhaps his most famous work is The Theory 
of Interest (New York: Macmillan, 1930). Fisher had 
emphasized the relation between price expectations 
and interest rates as early as 1896, however, in 
Appreciation and Interest (New York: Macmillan). 
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in the inflation rate, interest rates should 
eventually fall (see Appendix). While few 
economists question the existence of these 
"Fisher effects," most of them disagree over 
the time required for changes in price expec¬ 
tations to be reflected in interest rate changes. 
In fact, many economists believe that Fisher's 
equation is valid only in the "long run"— 
that is, during very long periods in which 
markets could adequately adjust to changes 
in expectations. Some have suggested that 
this may require 30 to 50 years or more, but 
no one knows for sure. 

Thus, under the current scheme of things 
in financial markets, net lenders will suffer 
when inflation accelerates more rapidly than 
anticipated. They will fail to demand an 
adequate inflation premium. Net borrowers, 
however, will be hurt when prices rise more 
slowly than expected, having agreed to pay 
an excessive premium. Some evidence sug¬ 
gests that in recent years market participants 
have underestimated the rate of inflation (see 
Table 1) so that net borrowers probably have 
increased their real wealth at the expense of 
net lenders. Some of this redistribution 
could have been avoided had loan contract 
terms been tied to, say, the consumer-price 
index. 

INDEX-LINKED SECURITIES 

Since we do not know the price expecta¬ 
tions of those who buy and sell financial 
securities, "your guess is as good as mine" 
concerning the size of the inflation premium 
in current financial markets. This would not 
be the case, however, if the amount of inter¬ 
est and principal in a credit contract were 
linked to changes in some general index of 
prices. For example, if the interest on 4 per¬ 
cent Neversink bonds were linked to the con¬ 
sumer price index, then a 2-percent annual 
increase in consumer prices over the life of 
the contract would push the yield on these 
securities to 6 percent. Likewise, reductions 
in prices or in the rate of price increases 
would be translated into yield reductions on 
Neversink securities. With protection against 
loss in the real value of their savings, lenders 
would be content with a lower rate of in¬ 
terest than if such "insurance" were not 
offered in the credit contract. In fact, the 
difference between the interest rates on 
index-linked and nonindexed securities of 
the same maturity could be taken as the "mar¬ 
ket" measure of price expectations. How¬ 
ever, a 5-percent yield on 10-year nonindexed 
bonds and a 3-percent yield on indexed 
bonds does not mean that all investors ex- 

TABLE 1 
ACTUAL INFLATION HAS OUTPACED 

EXPECTATIONS IN RECENT YEARS 

Expected Change in Actual Change in 
Consumer-Price Index Consumer-Price Index 

(Percent) (Percent) 

1967 . 3.12 2.68 
1968 . 3.29 4.02 
1969 . 3.33 5.37 
1970 . 3.39 5.92 
1971 . 2.89 4.30 

Sources: University of Michigan, Survey Research Center, Survey of Consumer Finances; U.S. Depart¬ 
ment of Labor, Bureau of Labor Statistics. 
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pect inflation of 2-percent per annum over 
the next decade. Rather, the market mea¬ 
sures the price expectations of only those 
investors who are indifferent about indexed 
and nonindexed securities.3 If these market 
participants expected more (less) inflation, 
pressures on interest rates would result. 
Such pressures would increase (decrease) the 
yield spread of nonindexed over indexed 
securities (see Box). 

rates of inflation outweighs all the proposed 
benefits for society.4 

SOME POTENTIAL ADVANTAGES 
FROM LINKING 

Less Reshuffling of Wealth. Supporters of 
index-linked securities often note that imple¬ 
mentation of their proposal would alter 
some of the wealth distribution effects of 
inflation. When prices rise faster than ex- 

f&M. . 
MEASURING THE INFLATION PREMIUM IN A WORLD 

OF INDEX-LINKED SECURITIES 

An arithmetic example can convince us why a 6-percent rate on 10-year bonds 
with no price-level insurance and a 4-percent rate on indexed securities of like 
maturity must mean that 2-percent inflation is expected by market participants 
who will hold either type of security. Suppose in this situation that all borrowers 
and lenders revise their inflation expectations upward by one percentage point, 
but that interest rates are unchanged. Lenders who were previously satisfied with 
either indexed or nonindexed securities will now prefer indexed loans since they 
now expect these securities to yield 7 percent (vs. 6 on nonindexed loans). Previ¬ 
ously indifferent borrowers will demand only nonindexed loans which now have 
an expected lower cost. Revised expectations will thus increase both the demand 
for indexed securities and the supply of nonindexed securities. But this will serve 
to increase the rate on nonindexed securities relative to indexed securities. In 
fact, the yield spread will expand until it once again reflects the price expectations 
of participants who are indifferent to either type of security. Only whfen the 
spread satisfies this condition will pressures making for further rate changes be 
absent. In our example, this would call for a yield spread of approximately 
3 percentage points. 

Index-linked securities obviously reduce 
risk by insuring against capital loss. Propo¬ 
nents of indexing also suggest that the sale 
of these securities may yield still other bene¬ 
fits such as a more equitable distribution of 
wealth and improved economic policymak¬ 
ing. Despite these advantages, however, 
some economists oppose indexing on the 
grounds that the harm resulting from higher 

3 In economists' jargon, the yield spread between 
indexed and nonindexed securities must reflect price 
expectations "at the margin," that is, of the marginal 

investor and borrower in each type of security. 

pected or when families have difficulty ad¬ 
justing to expected inflation, those who owe 
more in money terms than they have owed 
to them will increase their wealth relative to 
other families. Since these net monetary 
debtors repay their liabilities in "cheaper" 
dollars (in terms of real purchasing power), 
inflation transfers real wealth from net cred¬ 
itors to debtors. Likewise, net creditors gain 
relative to debtors when inflation is overesti¬ 
mated. 

4For a discussion of the gains and losses associated 
with inflation, see W. Lee Hoskins, "Inflation: Gainers 
and Losers," Business Review of the Federal Reserve 
Bank of Philadelphia, February 1970, pp. 23-30. 
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Since several factors account for the 
wealth redistribution effects of inflation, it is 
difficult to assess which income classes bear 

the major burden. Some limited evidence 
suggests that middle-income families may 
suffer most from that part of the redistribu¬ 
tion stemming from underanticipation of 

actual inflation, while low-income families 
may be gainers.5 At the same time, it is often 

argued that low-income families find it more 
costly to adjust and avoid the wealth-rob¬ 
bing effects of an inflation they see coming. 

This may be true if assets which provide 

investors a “hedge" against inflation by 
appreciating in price require large amounts 
of capital. Then "small" investors incur the 
additional cost of pooling their funds in 
order to acquire enough capital for purchas¬ 
ing the asset. This assertion may be valid for 
assets such as real estate, paintings, diamonds, 
and the like. However, for other potential 
hedges such as mutual-fund shares and for¬ 
eign currencies which are available in small 
denominations, the argument is less convinc¬ 
ing. Accordingly, the notion that lower- 
income families find it more difficult to ad¬ 
just to inflation is likely to remain unsettled 

TABLE 2 
THE POOR HOLD SMALLEST PROPORTION OF WEALTH IN 

MONETARY ASSETS AND THUS MAY BE GAINERS 
DURING UNANTICIPATED INFLATION 

1958 Family Income 
(dollars) 

Net Monetary Assets as 
a Percentage of Wealth 

$0-999 . 8% 
$1,000-2,999 . 15% 
$3,000-4,999 .  13% 
$5,000-7,499 . 15% 
$7,500 or more. 15% 

Source: G. L. Bach and A. Ando, “The Redistributional Effects of Inflation," Review of Economics and 
Statistics 39 (1957): 1-13. 

5Available data show that middle-income classes hold 
about the same percentage of their wealth in assets 
promising a fixed money return (monetary assets) as 
high-income classes (see Table 2). However, these 
figures are generally overstated, especially for wealthy 
families. In calculating a family's net position in 
monetary assets, these figures fail to consider all 
monetary liabilities. In particular, indirect indebtedness 
in the form of a pro rata share of the net corporate debt 
of the companies whose stock shares a family owns 
should be subtracted from the stated monetary asset 

positions. Since wealthier families hold proportionately 
more common stock, their net position in monetary 
assets is most overstated. Even after such a correction, 
however, it seems likely that the poor would continue 
to have the smallest portion of their wealth in monetary 

assets and would therefore be relative gainers in wealth 
during periods of unexpected inflation. 

until the statistical evidence is more fully 
investigated.6 

6 It is tempting to argue that because "small" savers 
didn't adjust during particular inflationary periods it 

must have been more costly for them. For example, 
families continued to hold millions of dollars in savings 
accounts at financial institutions which paid negative 
real rates of return during the period 1967-69 (see Chart). 
It should be recalled, however, that the purchase of a 
security depends on the expected real rate of return. 
Families may not only have continually underestimated 
inflation, but they may have expected the monetary 
authorities to relax the ceilings on interest rates which 
were holding money rates down. These maximum rates 
were maintained unchanged throughout this period, 

however. 
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The lack of "hard evidence" on who gains 
or loses from inflation means that we cannot 
assert that the sale of index-linked securities 
will result in a more equitable distribution of 
wealth. Indexing would, however, cushion 
much of the unintended wealth redistribu¬ 
tion effects of inflation (making it easier for 
planned redistribution policies such as pro¬ 
gressive taxation to work). 

Improved Policymaking. In addition to 
eliminating some of the redistributive effects 
of inflation, index-linked securities might 
facilitate the administration of national eco¬ 
nomic policy. The yield could serve as an 
"indicator" by both policymakers and policy- 
watchers for "gauging" the current status of 
monetary policy relative to previous periods. 

Market rates of interest are often used to 
measure the thrust of monetary policy at 
present. Rising interest rates supposedly in¬ 
dicate "tight money" as the Federal Reserve 
attempts to restrain the growth of economic 
activity by slowing the growth of bank re¬ 
serves. Declining rates mean "easy money" 
—the central bank is trying to provide ex¬ 
pansionary impetus to the economy. 

Using market rates to "read" the stance of 
monetary policy can produce conflicting sig¬ 
nals, however. An increase in rates may 
reflect a larger inflation premium rather than 
the onslaught of a "tight money" policy. 
Likewise, rate reductions can simply mean 
that market participants expect less inflation. 
The rate on indexed securities, however, is 
a measure of the real rate of interest and is 
unaffected by changes in price expectations. 
It should, therefore, prove a less ambiguous 
indicator of the stance of monetary policy.7 

Finally, market forecasts of inflation, a 
by-product of index linking, are valuable for 

7Some caution would still be required, however. 
Although an expansionary policy will initially reduce 
the real interest rate, income will eventually rise and 
with it the demand for credit. The real rate will there¬ 
upon begin to rise. In order to interpret observed 

changes in the index-linked rate as a reflection of a 

society. Expectations of future prices are in¬ 
puts into individuals' decisions about current 
and future consumption, investment, and 
their willingness to supply labor services. 
If consensus inflation forecasts can be sup¬ 
plied at low costs, then some resources are 
freed to augment the output of goods and 
services. And, society will be that much 
better off. 

A POTENTIAL DISADVANTAGE: 
STILL MORE INFLATION? 

Some opponents of index-linked securities 
claim that indexing creates new inflationary 
pressures. One view is that since index- 
linked securities offer protection against in¬ 
flationary "pains," public pressure for re¬ 
sponsible fiscal and monetary policies will 
be lessened. But this argument ignores the 
fact that indexing does not alleviate all the 
ills of inflation. For example, in a world 
of fixed international exchange rates rapid 
price increases mean that domestic goods 
cost more to foreigners (unless, of course, 
foreign prices rise in like fashion). Exports 
will, consequently, decline and balance of 
payments problems will become worse. 
Under such conditions, policymakers are 
hardly likely to let the inflation chips fall 
where they may in a helter-skelter pursuit of 
other goals. 

Another view of some economists is that 
indexing causes inflation by generating a 
cost-push spiral which continuously forces 
up prices. Unexpected price rises increase 
interest payments which, in turn, raise the 
cost of producing additional output. As a 
result, producers either bring fewer goods to 
the market or increase their asking prices for 
goods in current production. This notion, 
however, considers only what happens on 

policy shift, some additional evidence is required to 
insure that the change in rates was primarily a policy- 

induced supply phenomenon. Examining the rate of 
change in the money stock or bank reserves should 
supply some confirming evidence. 
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the supply side of the market. Increased 
costs of borrowed funds will also squeeze 
cash flow. Firms may attempt to restore 
liquidity by postponing or cancelling invest¬ 
ment expenditures on plants and equipment. 
The resulting decline in investment would 
reduce aggregate demand and thus moderate 
pressures on the price level. This may very 
well mean that indexing would affect relative 
prices instead of the absolute price level. 
This scenario suggests that in a world of 
indexed-linked securities the prices of capital 
goods will decline relative to other goods 
during periods of inflation. 

Without a better understanding of how 
the inflation process works, it is difficult to 
say whether loan indexing would have an 
abetting or offsetting effect on the inflation 
cycle. Certainly, the case has yet to be made 
that indexing would have a strong effect in 
either direction. 

BREAKING THE ICE- 
LINKED SAVINGS BONDS? 

Presently, no private corporations issue 
index-linked securities in the United States. 
Their absence from our relatively sophisti- 

INFLATION-ADJUSTED RATES EARNED BY SAVINGS DEPOSITORS DECLINED SHARPLY 
DURING INFLATION OF 1965-70. 
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cated financial scene is difficult to explain, 
especially given the rapid increase of cost- 
of-living escalator clauses in labor and pen¬ 
sion contracts in recent years. 

Proponents of indexed securities have 
suggested that the United States Treasury 
should "break the ice" and that a favorable 
reception would insure the spread of index¬ 
linking to the private sector.8 On equity 
grounds, savings bonds are an ideal candi¬ 
date for linking, for they are bought mostly 
by low- and middle-income families. Small 
savers have not only been hurt by recent 
increases in the rate of inflation, but by legal 
ceilings on the rates they could receive on 

8See Edward Kane, "Short-Changing the Small Saver: 
Federal Government Discrimination against Small Savers 
during the Vietnam War," journal of Money, Credit and 
Banking 2 (1970): 513-22. 

deposits placed with financial institutions 
(see Chart). The Federal Government, how¬ 
ever, has "gained" more from inflation than 
any other economic unit because it is the 
largest net debtor in the economy. 

Favorable experience with "tied" savings 
bonds might encourage the Treasury to link 
a number of marketable issues to price-level 
changes. Should these be well received, 
competition for funds would probably spur 
private corporations and financial institutions 
to issue their own indexed securities. These 
explicit inflation premiums should alleviate 
some of the ill effects of inflation and would 
keep unexpected inflation from redistribut¬ 
ing wealth in a manner inconsistent with 
expressed social goals. Moreover, the risk 
that indexed securities would create new in¬ 
flationary pressures is probably small enough 
to assure that society would be a net bene¬ 
ficiary of index-linked securities. 
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Appendix: A Graphical Analysis 
of Inflation Premiums 

BOX A 
This appendix demonstrates graphically 

how the "inflation premium" is "built into" 
the market rate of interest. Box A demon¬ 
strates how the "real" rate of interest is de¬ 
termined. The vertical axis measures the 
rate of interest (r) and the horizontal axis 
the quantity of loanable funds (Q). Curve L 
represents the amount of funds savers wish 
to lend at each rate of interest. As the rate 
rises, savers will supply more loanable funds. 
Curve B shows the amount of funds bor¬ 
rowers would like to absorb at each interest 
rate. Obviously, as the rate rises, borrowers 
will demand fewer loanable funds. Both of 
these schedules represent the desires of bor¬ 
rowers and lenders under the assumption 
that prices will be constant over the life 
of the loan contract. The real rate of interest 
is 4 percent and $100 million is the amount 
borrowed. 

Box B shows the effect of inflationary 
expectations on the level of interest rates. 
If lenders expect prices to increase at a 3 
percent annual rate over the life of the loan 
contract, they will raise (shift leftward) their 
loan supply schedule by this amount on the 
vertical scale. That is, where they formerly 
were willing to lend $60 million at 3 percent, 
they now offer the same amount for 6 per¬ 
cent; likewise, they now demand 7 percent 
to induce an offer of $100 million. The new 
supply schedule is indicated by curve L'. 
If borrowers expect a similar amount of in¬ 
flation, they likewise raise (shift rightward) 
their loan demand schedule by 3 percentage 
points for each quantity of loans—indicated 
by schedule B'. Borrowers and lenders will 
now be satisfied only with a market rate of 
7 percent which includes an "inflation pre¬ 
mium" of 3 percent. 
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In the preceding case, the existence of 
inflation premiums had no effect on the 
volume of finance ($100 million in both 
cases). However, if borrowers and lenders 
disagree about the prospects for inflation, 
the amount of funds transferred from bor¬ 
rowers to lenders will be affected. If lenders 
expect more inflation than borrowers (Box 
C), lending will be less than the volume that 
would be forthcoming in the absence of ex¬ 
pected inflation. If borrowers expect a larger 
price rise than lenders (Box D), the amount 
lent will exceed the volume of lending in the 
economy with constant prices. 

The notion that borrowers systematically 
expect more inflation than lenders is some¬ 
times advanced as the reason borrowers 
have not offered securities with interest pay¬ 
ments linked to some index of price level 
changes. In the graphical example, index- 
linked securities would be sold with a con¬ 
tract yield of 4 percent (the "real" rate) in 
an amount of $100 million. If borrowers' 
anticipations of 3 percent annual inflation 
are realized, they will pay 7 percent over the 
life of the loan on an indexed security. If 
borrowers issue nonindexed securities, how¬ 
ever, they can obtain $120 million in finance 
at 5V2 percent (see Box D). Lenders are will¬ 
ing to offer this amount at 5V2 because they 
expect no inflation. In fact, anytime bor¬ 
rowers expect more inflation than lenders 
they can obtain a larger volume of financing 
at lower expected cost with nonindexed se¬ 
curities than with index-linked loans. 

Although this analysis is accurate, it fails 
to offer a firm rationale for the notion that 
borrowers will always expect more inflation 
than lenders. Economists know very little 
about how decision-makers form expecta¬ 
tions, so the case can hardly be made on 
theoretical grounds. Empirical evidence on 
expectations formation is likewise extremely 
sparse. Until this missing link in the argu¬ 
ment is substantiated, economists must look 
elsewhere for an explanation of the absence 
of index-linked securities. $ 

r.:.- ^ . 
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The Fight against 

Inflation: Barebone, 

jawbone, or 

Lawbone? 
By Mark H. Willes 

BUSINESS REVIEW/February 1971 

When the nation's policymakers set about 
to engineer a slowdown in the economy, the 
objective was to halt inflation without pre¬ 
cipitating large increases in unemployment. 
Now many observers claim these policies 
have failed. Analysts note that prices are still 
rising at an excessively rapid clip and unem¬ 
ployment is higher than it has been in almost 
a decade. 

Doubts about the effectiveness of the 
traditional tools of monetary and fiscal 
policy, therefore, grow more insistent. Many 
argue that these "old" techniques are woe¬ 
fully inadequate in the face of today's prob¬ 
lems, and that more refined (or drastic) 
methods like the use of an incomes policy 
are required if we are to achieve price sta¬ 
bility while providing jobs for those willing 
to work. 

Calls for an incomes policy are based 
mainly on a legitimate concern for the severe 
social costs of dealing with inflation in the 
usual monetary and fiscal way. Yet no one 

really knows how effective or desirable an 
incomes policy would be. It may be that 
some types of incomes policies are valuable 
tools in the policymakers' bag. If so, their 
use could be beneficial. On the other hand, 
incomes policies might involve some risks 
which could be quite serious. In fact, there 
is some possibility that these policies might 
do more harm than good. 

INSIDE THE TOOL KIT 

Policymakers have a large number of op¬ 
tions to choose from when they want to 
change policy in pursuit of short-run eco¬ 
nomic stabilization. They can alter tax rates 
or expenditure programs, engage in opera¬ 
tions to influence bank reserves or interest 
rates, call for voluntary action "in the public 
interest," or change the legal and adminis¬ 
trative rules under which individuals and 
firms operate. 

If we simplify greatly, we can put these 
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various tools into three classes or general 
approaches to policy: 

1. The barebone approach to policy in¬ 
cludes the traditional tools of monetary and 
fiscal policy. In the current fight against in¬ 
flation, such an approach would suggest that 
policymakers keep total demand in the 
economy low and unemployment high long 
enough until price stability is restored. It 
can be called the barebone approach be¬ 
cause that creates visions of bare bones in 
the cupboards of the unemployed. 

2. The jawbone approach to policy in¬ 
cludes attempts to talk down wage and price 
increases. In the current situation, this 
would be done either by calling on indi¬ 
viduals and firms to recognize that modera¬ 
tion in their demands is in everyone's best 
interests or, in the extreme, by calling them 
names if they fail to abide voluntarily by 
some implicit or explicit guideline.1 It can be 
called the jawbone approach because that 
identifies the main point of action. Another 
name for this approach is moral suasion, but 
some suggest it be dubbed the hot-seat 
approach. 

3. The lawbone approach includes all 
forms of mandatory wage and price con¬ 
trols. These controls could be set specifically 
by law or by administrative fiat under some 
broad legal authority. The name lawbone 
connotes the rigid strength of such measures 
and the maze of legal and administrative 
entanglements that might follow. 

CHOOSE YOUR WEAPON 

Each policy approach has its advocates 
and detractors. Far too often, however, the 
debate draws more on conviction than fact, 
with the result that one side rarely persuades 
the other. To some extent, this is probably 
unavoidable, since so little information 
about the important issues is available. This 

1 Threats of additional, more onerous measures can 
also be used to persuade people to consider the public 
interest in their price and wage decisions. 

lack of information is probably one reason 
why many who formerly considered any 
form of an incomes policy anathema are 
now joining the ranks of those calling for 
significant steps in that direction. It's not 
that they are convinced that an incomes 
policy will work. Rather, they are so frus¬ 
trated by rising unemployment when infla¬ 
tion is still steamed up that, failing to see 
persuasive facts to the contrary, they figure 
an incomes policy is worth a try. 

What Do We Know? But more facts are 
available than is generally recognized. Most 
of us can agree, for example, that overly 
expansive monetary and fiscal policies in 
the middle sixties set off an inflationary buy¬ 
ing binge. Similarly, most observers agree 
that those initial bursts of "demand-pull" 
inflation set in motion significant cost-push 
elements in the economy as workers and 
businessmen tried to keep ahead of rising 
prices. 

There are some additional facts which are 
widely accepted but are not generally recog¬ 
nized to be relevant to the current situa¬ 
tion. One of these is that abstracting from 
all other factors, when the price of some 
good or service goes up, buyers ordinarily 
will want to purchase less of it. Another is 
that while those who produce goods and 
services may be willing to increase their out¬ 
put and sell it at the current price as long as 
they have a fair amount of unused capacity, 
at some point they will only produce more 
if they can get a higher price. This is mainly 
because in order to produce that additional 
output, they will have to use less efficient 
and, therefore, more costly machines or 
workers or both. 

Put It All Together. If we put these few 
facts together into a unified framework, we 
can go a long way towards explaining why 
it is so hard to stop inflation without causing 
an increase in unemployment. We can also 
show what an incomes policy is designed to 
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CHART 1 

AS THE ECONOMY’S TOTAL SUPPLY OF GOODS AND SERVICES 
INCREASES, THERE COMES A POINT WHEN PRICES RISE AS THE 
LAST OF THE ECONOMY’S RESOURCES ARE PRESSED INTO USE. 

PRICES 

do and what some of the risks might be. 
Chart 1 reflects the fact that given suf¬ 

ficient demand for their products and 
holding other things—especially wages— 
constant, producers will increase their out¬ 
put of goods without raising the prices they 
charge so long as there is a fair amount of 
excess machine capacity, raw materials, and 
labor available. Beyond some point, how¬ 
ever, they will only produce additional out¬ 
put if they can sell it at a higher price. As 
the economy comes closer to using all of 
its available labor and other resources, less 
skilled workers and older and less efficient 
machines must be used, and materials sup¬ 
ply and production bottlenecks begin to 
appear. These factors make it more expen¬ 
sive to produce additional goods and ser¬ 
vices, so producers will only do so if they 
can sell their products at higher prices. Once 

all labor and other resources are in use, the 
amount of output produced in any given 
period cannot be increased further. (Pro¬ 
ducers merely bid against each other for 
the same resources.) This is shown by the 
vertical portion of the curve in Chart 1. This 
Si curve is the aggregate or total supply 
curve for the economy. 

In addition to the aggregate supply curve, 
Chart 2 shows the economy's total demand 
curve (Di). This demand curve reflects the 
fact that abstracting from other influences, 
as the prices for goods fall, people will want 
to buy more of them. For example, more 
new cars will be purchased if the price per 
car is $2,000 than if it is $3,000. 

The point where the aggregate supply 
and demand schedules cross shows what 
prices and output would be once the 
economy were in equilibrium (which simply 
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CHART 2 

THE AMOUNT OF OUTPUT PRODUCED AND THE PRICES AT WHICH 
IT IS SOLD ARE DETERMINED BY THE INTERSECTION OF TOTAL 
SUPPLY AND DEMAND 

PRICES 

means that no pressures are operating to 
change prices or output). 

Suppose that the economy is in equilib¬ 
rium as shown in Chart 2, and that prices 
and output have been stable for a long 
time.2 Assume also that this equilibrium is at 
a point where the demand for goods and 
services is sufficiently large that the econ¬ 
omy is operating at its full employment level 
(Of).3 In this case, prices might well stay at 

2 It is obvious that the whole analysis in this article 
abstracts from economic growth. This simplification is 
made to keep the exposition as manageable as possible. 
The major conclusions of the analysis would not be 
significantly altered if growth were incorporated. 

3 As indicated on the chart, "full employment" is 
usually considered to be at some point below the com¬ 
plete utilization of all resources, which is represented 
by the vertical portion of Si. In the definition of full 
employment, some allowance is always made for cer¬ 
tain amounts of frictional unemployment. Similarly, 
some unused plant capacity would exist at that point 
as well. 

the level indicated by Pi, and we would have 
both full employment and stable prices. 

Cost-Push and the Barebone Ap¬ 
proach. Now suppose that the economy is 
at the point given by the intersection of Di 
and Si in Chart 2, but it got there only after 
experiencing a sharp and sustained increase 
in prices (as was the case for the U. S. econ¬ 
omy in the late 1960s). In this case, the 
equilibrium is probably temporary, and the 
economy is unlikely to stay put. Many work¬ 
ers and businessmen, having seen the value 
of their income eroded by inflation, may 
well expect more of the same in the future. 
Consequently, they will want to protect 
themselves against future price increases. 
Labor will bargain for wage increases in ex¬ 
cess of productivity gains, and businessmen 
will seek higher profit margins. If either is 
successful, the economy's supply curve will 
shift upward (to S2) as shown in Chart 3. This 
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CHART 3 

A SHIFT IN THE SUPPLY CURVE MEANS UNEMPLOYMENT 

PRICES 

THE FIGHT AGAINST INFLATION 

Pa 

Px 

Ou Of 
OUTPUT 

is because, at any level of output, producers 
will not ask a higher price, either because 
their wage bills (per unit) have gone up, or 
they have increased the profit they require 
on each unit sold. This is what is meant by 
cost-push inflation, because, as can be seen 
in Chart 3, aggregate supply and demand 
now intersect at a higher level of prices (P2).* 4 * 

But cost push may lead to more than an 
increase in prices. It may also lead to a 
decline in output and, therefore, an increase 
in unemployment. As shown in Chart 3, 
given a cost-push shift in the total supply 
curve, unless total demand is allowed (or 
prodded) to increase correspondingly, the 
economy goes to a new point where output 
is less than it was before (Ou). This is be¬ 
cause as prices rise, if income and other 
things do not change,6 people will buy 

* However, some economists would want to point 

out that the push on costs was a result of the initial 

price rises that occurred because of excess demand. 

6 The increased wages and prices resulting from the 

cost-push shift in the supply curve would lead to an 

fewer goods and services. As a consequence, 
producers will not be able to sell as much 
as before, so they will not need as many 
workers and will, therefore, lay some off. 

It is just this softening of demand and 
increase in unemployment that advocates 
of the barebone approach to policy count 
on to bring inflation in tow. If demand is 
slack enough for a long enough period, 
businessmen will stop raising prices for fear 
of suffering still further erosion in their 
markets and, hence, profits. And with 
trimmed-down profit margins and little, if 
any, room for price increases, employers will 
be tough at the bargaining table because 
they will know they can't afford excessive 
wage increases. This resistance will make it 
difficult for workers to improve their posi- 

increase in income and a simultaneous shift in the 

demand curve. The analysis at this point assumes off¬ 
setting policy actions are taken so that income and, 
therefore, demand remain at the same level as before 

the increase in wages and prices. 
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tion, but they may be more willing to settle 
for less, since the alternative might be to 
lose their jobs. Once inflation is squeezed 
out of the economy, so the argument goes, 
you can then move back toward full em¬ 
ployment. If you don't try to go too fast 
or too far,6 you can get there and remain 
there with essentially stable prices. 

Cost-Push and Full Employment. If the 
economy faces cost-push pressures, but so- 

* It is not clear exactly how far it is desirable to go. 

Presumably, you would want to use monetary and 
fiscal policy to push unemployment down to its 
"natural" rate—the lowest rate consistent with stable 
prices. Beyond that point, reductions in unemployment 

could best be made by structural or selective policy 
approaches. A problem would arise, however, if the 

natural rate were higher than the rate desired by 
the public. No one knows what the natural rate for 
the United States is, but recent evidence suggests that 

it is higher than 3.5 percent, cited as a target by many. 
If that is the case, attempts to push unemployment 
down to that level would set off inflation all over again. 

ciety decides that it does not want to 
tolerate a temporary increase in unemploy¬ 
ment in order to stop it, two choices are 
available. The cost-push pressures can be 
validated by permissive or expansionary 
monetary and fiscal policies, or attempts 
can be made to hold those pressures in 
check through persuasion or legislation. 

The first choice is shown in Chart 4. Cost- 
push pressures shifted the aggregate supply 
curve up (from Si to S2), so monetary or 
fiscal policies allowed or encouraged a 
boost in aggregate demand in order to get 
the economy back to full employment. This 
is shown by the shift in the aggregate de¬ 

mand curve from Di to D2.7 

7 Whether monetary and fiscal policies would need 

to be stimulative or merely permissive would depend 

on what happened to aggregate demand as a conse¬ 
quence of the increased income flowing from the 
higher wages and profit margins which caused the 

shift in the supply curve. 

CHART 4 

IF DEMAND IS INCREASED TO KEEP FULL EMPLOYMENT, THEN 
PRICES WILL RISE 

PRICES 

P3 

P2 

Px 

Ou Of OUTPUT 
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But opting for this approach to the prob¬ 
lem is unlikely to make things better. In 
fact, it could make them worse. While it is 
true that wages and profits have gone up, 
it is clear from Chart 4 that prices have gone 
up as well (from Pi to P3). So labor and busi¬ 
ness are no better off than they were before. 
They have failed to make gains in purchas¬ 
ing power, and in the process of trying, 
prices have been driven up even faster. In 
the absence of soft markets and unemploy¬ 
ment, this round of price increases could 
well lead businessmen and workers to ex¬ 
pect similar or even faster price boosts in 
the future. 

Given this situation, business and labor 
might well demand even larger price and 
wage increases as they try to keep ahead of 
inflation. If their demands are met, the total 
supply curve of the economy will shift up 
by a larger amount than it did the first time. 
If this shift were again validated by mone¬ 
tary and fiscal policies (which would again 

shift the total demand curve up) in order 
to keep unemployment from rising, prices 
would rise even faster than before. Escalat¬ 
ing prices could lead to even greater cost- 
push pressures, and, in the end, what could 
happen is that it would take accelerating 
rates of inflation to keep the economy at 
full employment. That is, in order to hold un¬ 
employment at the "full employment level," 
we might see prices rise by 5 percent, then 
6 percent, then 7-8-9 percent and more. 
The longer the process were allowed to 
run, the greater the increase in unemploy¬ 
ment it might take to finally bring inflation 
under control. This is because the aggregate 
supply curve would be shifting up by larger 
amounts each time. And, as shown in Chart 
5, if demand is held in check, the higher the 
shift in the supply curve, the greater the in¬ 
crease in unemployment. 

Cost-Push and Incomes Policies. The 
other approach to the problem of cost-push 

CHART 5 

GREATER COST-PUSH PRESSURES MEAN HIGHER 
UNEMPLOYMENT 

PRICES 
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pressures is to "jaw" or "law" them down. In 
effect, an attempt is made through the use of 
moral or legal suasion to prevent price and 
wage hikes which shift the aggregate sup¬ 
ply curve up. If such attempts are successful, 
and the economy is at full employment but 
does not suffer from excess demand, then 
we will be in the situation shown in Chart 2. 
Prices will be stable (at Pi) and output will 
not drop, so unemployment will not rise. 

Although the lawbone approach might be 
effective in holding down wage and price 
increases, few people have the stomach for 
this method on a permanent basis. Bad 
memories of bureaucratic price fixing, gray 
markets, and misallocation of resources 
when such a procedure was last tried on an 
extensive basis make almost everyone shy 
away from such drastic measures. Moreover, 
to many, this alternative seems inconsistent 
with the basic freedoms upon which our 
form of government and society are 
founded. 

A growing number of people do advocate 
the lawbone approach as a temporary 
measure, however. Freeze wages and prices 
for six months, they urge, and then the prob¬ 
lem will be solved. 

No one can really say what the effects of 
a temporary freeze would be. It might work. 
Or it might merely delay the effects of cost- 
push pressures. 

And there is some possibility that it might 
even backfire. Recognizing that if a freeze 
can be imposed once, it can be imposed 
again, once the initial freeze thawed, labor 
and business might press even harder for 
wage and price increases so that they could 
get as much as possible before the next 
freeze were clamped on. 

Many who steer clear of the lawbone ap¬ 
proach advocate the jawbone as an alterna¬ 
tive. The main question is whether or not it 
would work. Perhaps the main difficulty with 
jawboning is that people generally bargain 
for what is good for them, not for society, 
since they feel they have some control over 

their own situation but very little effect on 
the state of the economy. With the past 
record of inflation, most people anticipate 
future inflation. It is, therefore, likely that 
workers and businessmen will ask for hefty 
increases in wages and prices, since they 
know any individual action by itself will have 
little direct effect on the overall price level, 
and each bargainer can legitimately claim 
that he should be able to forestall expected 
losses in purchasing power. Unfortunately, 
with everyone trying to get ahead, they may 
only have to work harder to stay where 
they are. 

The challenge of jawboning is to change 
people's attitudes so that they include the 
public interest. The evidence is not encour¬ 
aging. No outstanding success story for this 
approach can be found anywhere in the 
world. Recently, Britain and Canada have 
suffered serious setbacks in their jawbone 
campaigns. Earlier, in this country, a volun¬ 
tary guideposts policy collapsed when infla¬ 
tionary expectations (and losses) were much 
lower than they are now. 

FRYING PAN OR THE FIRE? 

Inflation is difficult to contain. The longer 
it goes, the more rapidly it may grow.8 If it 
is not dealt with quickly and decisively, 

®A number of scholars would disagree with this 
statement. Recent theoretical and empirical work, how¬ 
ever, suggests that it may be more correct, especially in 
the current context, than most of us would like to 
believe. The argument is essentially one as to the sta¬ 
bility and/or shape of a Phillips-type curve which re¬ 
lates the unemployment rate to the rate of change in 
prices. Recent theoretical work is providing a more 
rigorous basis than has been available up until now for 
the notion that attempts to keep unemployment below 
its "natural" rate will require increasing rates of change 
in prices. While empirical verification of this theory is 
still meager, past estimates of fairly stable and nicely 
shaped Phillips-type curves do not provide strong evi¬ 
dence against it. Most of those curves were fit over 
periods when the unemployment rate probably was 
not below the natural rate, at least not for very long. 
In addition, inflation has now been more severe for a 
longer period than it was when these earlier studies 

46 



THE FIGHT AGAINST INFLATION 

more radical and painful procedures might 
be required to bring it in tow. Consequently, 
those who argue that moderating inflation 
now requires the payment of too high a 
price may be confusing the frying pan with 
the fire. Failing to pay the price to lower 
inflation now may actually mean that a 
higher price will have to be paid to do it 
later. 

Unfortunately, we have a bad inflationary 
problem for which there are no cheap solu¬ 
tions. Imposition of rigid quotas or controls 
—the lawbone approach—might involve 
misallocation of resources, inequities, and 
reduction in individual freedom. The costs 
of such an approach would probably in¬ 
crease the longer the controls were in force. 
Yet, as already noted, if controls were only 
temporary, they might not be effective and 
might even be perverse. 

A jawboning approach could also run 
some serious risks. The most significant of 
these is the possibility that it would not 
work.9 Should that be the case, time taken 
to implement and evaluate an incomes 
policy might allow inflation to grow that 
much worse. It would then be even more 

were made. Moreover, because of past events and 
Government pronouncements, more people than ever 
before are convinced that unemployment will not be 
allowed to rise very high or for very long. These and 
other factors make it seem likely that people's expecta¬ 
tions about aggregate demand, unemployment, and 
prices might be quite different than in times past. This 
makes the use of parameter estimates of the relation 
between unemployment and inflation based on histori¬ 
cal experience of questionable value in the current 
situation. Conditions are certainly ripe for the kind of 
developments predicted by those theories which sug¬ 
gest only a fleeting tradeoff between inflation and 
unemployment. 

"And, as in the case of lawboning, problems of re¬ 
source allocation and equity might be severe. 

difficult and costly to stop. In addition, 
introduction of a jawboning policy might 
make policymakers feel they could follow 
a somewhat more expansionary policy than 
they otherwise would. If policy were eased, 
and then jawboning failed, inflation would 
be much worse than before, and the cost 
of reining it in would be significantly greater 
than if the jawbone approach had not been 
used in the first place. 

The barebone approach is a costly alterna¬ 
tive as well. The loss of output is high. The 
personal and social suffering is tragic. 

Many observers have suggested that bet¬ 
ter job training and job matching, reduced 
concentrations of economic power in busi¬ 
ness and labor, and many other measures 
could help reduce the level of unemploy¬ 
ment that triggers and fuels inflation. But 
those are long-run solutions. As important 
and necessary as they are, they will provide 
little help for the current problem. 

In the short run, prices must either be 
lawboned, jawboned, or bareboned into 
line. The task of policymakers is to choose 
that policy or combination of policies to 
hold down inflation that will hurt the least.10 
The challenge is to base the decision on 
careful analysis of long-run risks and costs, 
as well as the pressures of the moment. 3? 

1,1 Perhaps some additional thinking about the bare¬ 
bone approach is needed. Unemployment is undesir¬ 

able because it hurts people. Unemployment compen¬ 
sation and other programs help. But there might be 
ways to put some additional meat on the bone and still 
provide a damper on prices. Some form of graduated 
negative income tax is one such possibility. If rates 
were set correctly, people would have an incentive to 
work, because they could earn more if they did; but 
if a job were not available, they would still have enough 
income to feed and house their families. No one knows 
exactly what the effects of such a plan would be, but 
they seem worth exploring. 
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Inflation: 
Gainers and 

Losers 

By W. Lee Hoskins 
BUSINESS REVIEW/February 1970 

How much is inflation costing you? When the 
cash register rings, the Pavlovian response of 
most Americans is "plenty." This reaction, re¬ 
inforced by news media, civic leaders, and 
street-corner philosophers may not be wholly 
warranted, for the burden of rising prices, like 
almost everything else, is not distributed equally 
among us. In fact, a sizable number of Ameri¬ 
cans may actually gain from inflation. 

EXPECTED VS. UNEXPECTED INFLATION 

What people believe about the course of 
future events influences their present actions. 
Expectations about future inflation are no 
exception. If people, looking ahead, expect 
inflation, they may be able to adjust their 
present earning, purchasing, lending, and 

borrowing activities. By doing so, they may over¬ 
come the expected depreciation in the value of 
money. This process, recently dubbed "in¬ 
flationary psychology," continues until people 
have reason to foresee or expect a stable price 
level. 

One example of inflationary psychology in 
operation would be that of a lender who in¬ 
cludes in his loan charges the expected or an¬ 
ticipated rate of price inflation. His reason for 
doing so is obvious. Suppose you loan $1,000 
to a friend for one year, and you expect the 
price level to rise by 10 percent during that 
period. What rate of interest would be appro¬ 
priate if you wanted to earn a real return (in 
terms of constant purchasing power) of 5 per¬ 
cent? Answer: about 15 percent. This mone¬ 
tary return would allow you a real return of 5 

48 



INFLATION: GAINERS AND LOSERS 

percent, and you would avoid a loss of wealth, 

but perhaps not of a friend. If, however, in 
making the loan, you underestimated the rise in 
prices, the return you would receive would 
be insufficient to compensate fully for the re¬ 
duced purchasing power of the repaid loan plus 
interest, and you would have joined the ranks 
of the inflation losers. Your failure to foresee 
accurately the rate of inflation would result in 
a redistribution of your wealth from you to 
your friend. Your friend would be an inflation 

gainer because he does not repay as much in 
terms of purchasing power as he borrowed. 

Not all people are equally able to make the 
necessary adjustments in their earning, purchas¬ 
ing, lending, and borrowing activities to com¬ 
pensate for inflation they see on the horizon. 
Even if they were, that would not be the end 
of the story, for it is because inflation is incor¬ 
rectly foreseen that gains and losses are often 
incurred. All people do not have equal ability 
or luck at predicting future events or doing some¬ 
thing about them. Consequently, inflations in 
the United States have not been fully antici¬ 
pated by all, and wealth redistribution has oc¬ 

curred. One key to this redistribution is the re¬ 
lationship between debtors and creditors. 

THE ADVANTAGE OF DEBT 

The reason wealth is taken from some and 
bestowed on others by unforeseen inflation 

stems from the fact that there are two kinds 
of assets, monetary and real, linking debtors 
and creditors. Monetary assets include bonds, 

certificates of deposit, promissory notes, ac¬ 
counts receivable, and other legal contracts that 

promise a fixed number of dollars. Of course, 
for every monetary asset there is a monetary lia¬ 

bility. For instance, to the landlord a lease 
represents a monetary asset, while to the tenant 
it is a monetary liability—a promise to pay a 
fixed number of dollars. In return for this prom¬ 
ise to pay, the tenant receives a real asset— 
living space. People may issue monetary liabili¬ 
ties in order to finance purchases of real assets 
(cars, houses, inventories, and factories) or for 
consumption. 

The crucial difference between the two is that 
a real asset is a claim to a fixed amount of goods 
or services whose money value is tied to infla¬ 
tion, while a monetary asset represents a claim 
to a fixed number of dollars regardless of infla¬ 
tion.1 During an unexpected inflation, the dollar 
value of a real asset increases as prices rise, 
leaving its real value in terms of purchasing 
power unchanged; while the amount of dollars 
in a monetary asset (savings certificate) remains 
constant, and its real value falls. An investor 

holding a monetary asset loses purchasing 
power or wealth (see Table 1.) The person who 
holds a monetary liability (in other words, who is 
in debt) during an unexpected inflation gains 
unexpectedly because he repays his debt in dol¬ 
lars that are worth less in terms of purchasing 
power. 

Most families have real assets, monetary as¬ 
sets, and debts (monetary liabilities). The rela¬ 
tive holdings of these items during periods of 
unanticipated increases in the price level deter¬ 
mine whether or not a given family gains or 
loses from inflation. If a family holds more 
monetary liabilities than monetary assets, it 
gains. Conversely, if monetary assets exceed 
debts, the family loses, (see Box.) So, being in 
debt can have advantages during periods of 
unexpected inflation. This statement does not 

'The market value of the asset may vary but the number of 
dollars it promises to return remains fixed. Corporate and 
U.S. Government bonds are good examples of this type of 
monetary asset. A share of common stock represents owner¬ 
ship in an equity composed of both real and monetary assets. 
The extent to which the share price changes as a result of an 
unanticipated inflation depends on the relative holdings of 
these assets. Suppose a hypothetical firm has $200 million of 
monetary assets consisting of cash on hand, loans to other 
firms, Government securities, and accounts receivable. It 
also has $800 million in monetary liabilities (bonds, loans, 
and accounts payable). The firm is a net monetary debtor to 
the tune of $600 million. If 30 million shares of stock were 
outstanding, each would bear a debt of $20. Suppose the 
stock sold for $40. Then each share would represent a claim 
for real goods of $60 (the $40 received for the share plus $20 
borrowed by the firm) and a 10 percent rise in the price 
level would increase the equity of a shareholder by 1 5 per¬ 
cent (10 percent of $60 represents a 15 percent rise in a $40 
equity), unless other people anticipated the inflation and 
previously bid up the share price of the stock. 
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TABLE 1 

Change from 1958 to 1968 In Monetary Value of Selected Assets In 
Unadjusted Dollars and in Dollars of 1957-59 Purchasing Power 

Percentage Change in Value 

Asset Unadjusted 1957-59 
(Dollars) (Dollars) 

Cash . -23.7 

Bonds: 
U.S.Treasury* . . -19.9 -35.3 
New York City** . . -21.4 -36.4 

Preferred Stock Average . . -23.2 -37.9 
Common Stock Averages: 

Industrials . . +91.7 + 55.0 

Public Utilities . . +61.0 + 30.2 

New York City Banks . . +104.3 +65.2 

The Table shows changes in the value of various types of investments for the period 1958- 
1968. These changes are shown unadjusted for price level changes and in dollars of 1957-59 
purchasing power. An indication of the change in value that may be attributed to inflation is 
found by comparing the unadjusted change in value and the change in dollars of 1957-59 
purchasing power. Monetary assets (cash, bonds, and preferred stock) have all suffered 
declines in value ranging from approximately 23.7 percent to 37.9 percent in terms of 1957-59 
dollars. For example, holding $100 in cash for the ten-year period would have resulted in a 
23.7 percent loss in purchasing power. The common stock averages have all realized an 
increase in value. However, the increase is considerably less when inflation is taken into 
account. 
*U.S. Treasury 3-1/4s, 6/15 /78-83 

**New York City 4-1/4s, 3/1 /81 

mean that saving makes no sense. Savings held 

in nonmonetary form do not lose value. More¬ 
over, savings held in monetary form may lose 

value only when inflation is unanticipated. If in¬ 

flation were accurately anticipated, adjustments 
could be made so that savings held in monetary 
asset form (except cash) would make sense as 

well. 

TAKING ACCOUNT OF INCOME 

A family's status as a net monetary debtor or 

creditor is not all that determines whether in¬ 
flation robs or blesses it. Income also fits into 
the picture. Let's focus first on income from 
certain pension plans, insurance policies, and 

other types of programs which promise to pay a 

fixed number of dollars per year. These promises 

to pay are monetary assets to the pensioner, and 

theamount they pay is unaffected by a rise in the 
price level.2 People holding such assets are said 

to be on "fixed incomes;" hence, they suffer a 

loss from unanticipated inflation. However, the 
person on a "fixed income" may hold other 

monetary assets and liabilities as well. And it is 
the relative holdings ofall ofthese that determine 
whether or not a person's wealth expands, 
shrinks, or is unaffected when the price level 
climbs unexpectedly. 

Undoubtedly, the most important source of 
income for most families is wage and salary 
earnings. Unforeseen inflation can have an im¬ 

pact upon this type of income too. For exam¬ 
ple, a wage contract promising to deliver a 
specified number of hours of labor for a fixed 

number of dollars may cause the laborer to 
lose, for such a contract represents a monetary 

2Social Security payments do not appear to fall into this 
category. As prices climbed during the 1960s, Congress 
periodically raised the allowable monthly payments. 
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CALCULATING GAINS AND LOSSES 

The redistribution of wealth accompanying an 
unanticipated inflation can be better understood 
by tracing through some relatively simple ex¬ 
amples. Suppose a hypothetical balance sheet 
for an individual before an unanticipated infla¬ 
tion is: 

Balance Sheet—Inflation Gainer 
Market Value before Unanticipated Inflation 

Assets Equity + Liabilities 

Cash $ 500 
House 40,000 

$40,500 

Mortgage $40,000 
Equity 500 

$40,500 

If a particularly severe inflation occurs and the 
price level doubles, this individual would be in 
an enviable position indeed! Let's look at his 
new balance sheet: 

as 1, plus the percentage increase in the price 
level), and subtracting from the result the original 
equity of $500. 

Where did the gain come from? It came from 
the wealth of the creditor who lent $40,000 to 
finance the purchase of the house, but who 
failed to foresee that the price level would 
double. Some $20,000 was gained at the 
expense of the creditor; however, the value of 
the $500 cash dropped $250, leaving a net 
wealth gain in terms of constant purchasing 
power of $19,750. If the lender had foreseen 
the inflation, he would have made adjustments 
in the amount to be repaid or in the interest 
charge upon granting the loan. 

Losses result from holding more monetary 
assets than monetary liabilities. Let's suppose 
this is the balance sheet of the lender who 
loaned the money for the house before the 
unanticipated inflation: 

Balance Sheet—Inflation Gainer 
Market Value after Unanticipated Inflation 

Assets 

Cash $ 500 
House 80,000 

$80,500 

Equity + Liabilities 

Mortgage $40,000 
Equity 40,500 

$80,500 

The dollar value of his house rises with the 
price level, since it is a real asset. (The extent 
of the rise may vary depending on how the 
inflation is introduced into the economy and on 
Other factors affecting the housing market). His 
$40,000 debt, a monetary liability incurred in 
purchasing the house, remains an obligation to 
repay $40,000. Equity has increased from $500 
to $40,500 which, in terms of preinflation 
dollars, is a $19,750 increase in wealth. The 
increase in wealth is found by dividing the post¬ 
inflation equity, $40,500, by the new price level, 
which in this case is 2 (the old price level, taken 

Balance Sheet—Inflation Loser 
Market Value before Unanticipated Inflation 

Assets Equity + Liabilities 

Cash $ 500 
Mortgage 
Held 40,000 

$40,500 

Debt . 

Equity $40,500 

$40,500 

Now, if the price level were to double, the 
balance sheet would be unchanged. 

Balance Sheet—Inflation Loser 
Market Value after Unanticipated Inflation 

Assets Equity + Liabilities 

Cash $ 500 
Mortgage 
Heid 40,000 

$40,500 

Debt . 

Equity $40,500 

$40,500 
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Since no real assets were held, equity did not 
increase. But, because of the higher price level, 
the $40,500 equity will not purchase as much in 
goods and services as it would have before the 
inflation. The loss in wealth is $20,250 in 

pre-inflation dollars or P40^5?— j —$40,500. 

The lender lost $20,000 to the borrower, plus 
$250 as a result of holding $500 in cash. 

Additional balance sheet examples can be 
found in Armen A. Alchian and William R. 
Allen, University Economics (3rd ed; Belmont, 
Calif.: Wadsworth Publishing Company, 1972), 
Chap. 33. 

asset to him. Moreover, wages are bid up 
faster in some sectors than others because of the 
manner in which the inflation is introduced 
and transmitted through the economy. Conse¬ 
quently, some redistribution does occur. But 
generally, wages and salaries simply reflect what 
we receive in return for the sale of real assets 
(hours of labor) and as such are usually bid 
up during an inflation. For example, during the 
current period of rising prices, average hourly 
earnings increased at a faster pace than con¬ 
sumer prices, as indicated in the Chart. From 
1965 through 1969, average hourly earnings 
soared 24 percent while the Consumer Price 
Index jumped only 16 percent. Of course, some 
of the increases in wage rates may have been 
caused by workers as they anticipated some 
but not all of the inflation. It is not clear, there¬ 
fore, that even unanticipated inflation robs the 
average working man of his wages. 

When income is taken into account, the prob¬ 
lem of calculating gains and losses becomes 
more complicated, but the principle remains the 
same: The gainer is the guy who owes more 
money than is owed to him during an unforeseen 
inflation. 

REDISTRIBUTION ON WHAT BASIS? 

The household sector of the economy has 
been, by far, the leading net monetary creditor 
since World War II, while the Federal Govern¬ 
ment has been in the enviable position as 
number one net monetary debtor (see Table 2). 
The nonfinancial corporate sector also has been 
a net monetary debtor but to a much smaller 

degree than the Federal Government. To the 
extent that the household sector holds monetary 
debts and liabilities of the Federal Government, 
unanticipated inflation results in a gain for the 
Government and a loss to the household sector. 
This transfer of wealth is often called an inflation 
tax. But this does not end the process, because 
the Government (which belongs to all of us) 
passes its gain along to someone. The gain in the 
corporate sector goes only to net debtor firms. 
And since people own business firms, they 
ultimately realize most of the fruits, be they bitter 

DURING THE 60s, AVERAGE HOURLY 
EARNINGS ROSE FASTER THAN THE 
CONSUMER PRICE INDEX. 

Percent Increase 

Average Hourly Earnings of 
J Nonsupervisory, Private, Non- 

agricultural Workers 

Consumer Price Index 
(1957-59 Base) 

l.l l.ll 111 1 1 1 1 ■ 1 
1 

11 ■ 
i 

1960 1962 1964 1966 1968 
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or sweet, that corporations receive from an un¬ 
expected rise in the price level. 

More important, however, both the business 
and household sectors are composed of mone¬ 
tary creditor and debtor units, and it is the 
unexpected price level increases which cause 
redistribution of wealth and income within 
these groups that many people find objection¬ 
able about inflation. Redistribution of wealth 
and income on some criterion which is in ac¬ 
cordance with our concept of fairness or equity 
is commonplace—witness the numerous 
subsidy and aid programs, not to mention that 
allegedly great equalizer, the progressive in¬ 
come tax. When inflation redistributes wealth, 
however, no consideration is given to individual 
circumstances, such as poverty, health, or 
number of dependents. Unanticipated inflation, 
unlike Robin Hood, takes from some and gives 
to others, be they poor, rich, young, or old. Con¬ 
sequently, redistribution may not be on the basis 
of social goals or objectives. 

Aside from its lack of social conscience, infla¬ 
tion has another trait which is reason for 
further concern. Use of money as a medium of 
exchange is an integral part of a high-output, 
specialized, and complex economy. Money 
makes possible the efficient flow of goods and 
services by eliminating the costly barter system. 
However, inflation makes the use of money 
more costly, and if severe enough, may cause a 
reduction in the real output of goods and ser¬ 
vices. People and business firms, in attempting to 
economize on the use of money, may resort to 

practices which tend to reduce specialization. 
They may spend time and effort searching out 
exchanges of goods and avoiding organized 
markets (for example, business firms inte¬ 
grating vertically to by-pass supplier's and dis¬ 
tributor's markets). Such actions would slash 
productivity in the economy. In a sense, society 
would be a loser. 

ANTICIPATING INFLATION—HOW MUCH, 
FOR HOW LONG, AND AT WHAT COST 

While there is little evidence that today's 
economy is coming apart at the seams, there are 
unmistakable signs that people, after experi¬ 
encing four years of soaring prices, have come 
to expect future price increases. In order to pro¬ 
tect themselves against the wealth-robbing ef¬ 
fects of inflation, many people have acted upon 
their expectations. Consequently, we have high 
interest rates, built-in wage increases in some 
industries, reduced holdings of money balances 
by corporations and individuals, and wealth 
losses by those of us unfortunate enough to have 
had more money owed to us than we owed 
during these years. 

Two considerable problems face the prospec¬ 
tive anticipator of inflation. First, he must be 
able to estimate not only the amount or degree 
of inflation, but also its duration. That estima¬ 
tion is tough to make because the range of 
possible combinations of amounts and dura¬ 
tion is infinite. For example, will prices rise 
4 percent for the next 20 years and then stabilize, 

TABLE 2 

Estimated Net Debtor and Creditor Status (in Billions of Dollars) 
of Household, Corporate Business, and Government Sectors, 1945-1967* 

1945 1952 1959_1967 _ 

Households +213.8 +237.9 +306.4 +505.0 
Corporate Business - 4.2 - 26.7 - 42.0 - 96.5 
(Nonfinancial) 
U.S. Government -221.8 —193.1 -208.1 -234.9 

"■positive sign indicates net creditor and negative sign indicates net debtor. 

Source: Flow of Funds Accounts, 1945-68, Annual Total Flows and Year-End Assets and Liabilities, Board of 
Governors of the Federal Reserve System. 
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or will they rise 6 percent next year and then fall 
for several years? Even the best guru has trouble 
here. A correct answer would require an 
accurate forecast of future Government mone¬ 
tary and fiscal decisions in addition to any 
major event or disaster that would affect the 
physical stock of goods and services available. 
Instead of making crystal-ball estimates, many 
people simply negotiate contracts with escalator 
clauses tied to the cost of living or acquire assets 
with an equity "kicker" (such as convertible 
bonds). Increased use of such clauses and 
kickers in recent years is a rough gauge of how 
uncertain people are about the degree of 
expected inflation. 

But an accurate estimate of expected changes 
in the price level is only the first obstacle to be 
overcome in anticipating inflation. The second 
and perhaps even more difficult problem centers 
on an individual's ability to alter his asset 
and liability holdings to avoid being hurt by the 
coming inflation. For example, a person may not 
be able to reduce his holdings of monetary assets 
if they are of the nonnegotiable type, such as 
certain pension plans and insurance policies. 
Furthermore, he may not be able to contract 

enough debt to offset his holdings of monetary 
assets. In either case, even though the individual 
foresees the inflation, he is unable to forestall a 
loss in the purchasing power of his wealth when 
inflation occurs. Closely associated with this 
problem is that of the cost entailed in altering 
the form in which wealth is held. The cost of 
altering asset holdings depends upon the types of 
assets held; consequently, the cost of antici¬ 
pating inflation differs among individuals 
holding different sets of assets. 

Anticipating inflation for fun or profit is no 
easy matter. In addition, it is an expensive 
game to play because of the time and energy 
spent in calculating likely price level changes 
and attempting to alter the form in which 
wealth is held. If the costs and uncertainties 
entailed in anticipating inflation are added to 
those inefficiencies and inequities associated 
with inflation itself, it is easy to understand the 
merit of a stable price level. Price stability 
insures that gainers and losers will be deter¬ 
mined on traditional values of thrift, hard work, 
and enterprise, rather than on the ability to 
anticipate and respond to price level changes. 

s 
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